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Objects of the Society 


“To cultivate, promote and disseminate knowledge ana 
information concerning accountancy and subjects related 
thereto; to establish and maintain high standards of 
integrity, honor and character among certified public ac- 
countants; to furnish information regarding accountancy 
and the practice and methods thereof to its members, and 
to other persons interested therein, and to the general 
public, to protect the interest of its members and of the 
general public with respect to the practice of account- 
ancy; to promote reforms in the law; to provide lectures, 
and to cause the publication of articles, relating to 
accountancy and the practice and methods thereof; to 
correspond and hold relations with other organizations 
of accountants, both within and without the United States 
of America; to establish and maintain a library, and read- 
ing rooms, meeting rooms and social rooms for the use 
of its members; to promote social intercourse among its 
own members and between its own members and the 
members of other organizations of accountants and other 
persons interested in accountancy or related subjects, 
and to do any and all things which shall be lawful and 
appropriate in furtherance of any of the purposes here- 
inbefore expressed.” 


—From the Certificate of Incorporation. 
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Announcement of 


1951 PRIZE ESSAY CONTEST 


The Board of Directors of the Society has authorized the Com- 
mittee on Publications to conduct a prize essay contest among 
seniors and graduate students majoring in accountancy, duly 
enrolled in the colleges of New York State. The article may 
cover any topic in the field of accounting and/or auditing. 


Prizes in the amount of $100 for the best article and $50 for 
the second best article are offered. In addition, the two winners 
and any others submitting papers worthy of honorable mention 
will receive a one-year subscription to The New York Certified 
Public Accountant. 


The General Rules of the Contest are as follows: 


All papers shall be original, and the manuscript shall be typed in 
duplicate on 814 x 11 stationery on one side, double or triple space 
typing, and shall not be more than 6,000 words in length. Each 
contestant shall indicate the exact number of words in his paper 
at the end thereof. 
* 

The name of the individual submitting the paper shall not appear 
thereon, nor should there be any other means of identifying the 
manuscript, which should be accompanied by a covering letter giving 
the contestant’s name and address. When submitted to the judges, 
each manuscript will be given a key number for identification. 


* 


Manuscripts should be forwarded to The Managing Editor of The 
New York Certified Public Accountant, 677 Fifth Avenue, New 
York 22, N. Y., on or before May 15, 1951. Awards will be 
announced as soon thereafter as possible. 


* 


All papers submitted shall become the property of the New York 
State Society of Certified Public Accountants and shall be available 
for publication in The New York Certified Public Accountant. 
The decision of the judges shall be final as to what papers, if any, 
may be entitled to prizes. 
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3 BIG BENEFITS 
to Your Clients 


IN A JAMISON INSURANCE AUDIT 
1. SURVEY OF EXPOSURES TO LOSS 


Particular attention is given to those loss exposures which could lead 
to large uninsured or inadequately insured losses. 


2. PREMIUM SAVINGS AVAILABLE 

The savings in premium available on present policies are frequently 
more than sufficient to cover the cost of essential increases as well 
as new coverages. 


3. REPORT ON THE ANALYSIS OF POLICIES AND COVERAGES 
Our reports point out in layman’s language what is needed to make 
each policy contract broad enough to fully cover all probable losses. 


HERBERT L. JAMISON & CO. 


Insurance Survey, Audit and Advisory Service 
111 FULTON STREET, NEW YORK 7 


a An Evening Course 


ESTATE PLANNING—THEORY AND PRACTICE 


BEGINS FEBRUARY 6, 1951 


Fifteen Tuesday Evenings, 6:15-8:00 P.M. 
at the Chanin Auditorium, 42nd St. & Lexington Ave. 
Co-ordinator: RENE A. WORMSER 
Lecturers: VENAN J. ALESSANDRONI, EDWIN S. COHEN, LOUIS C. HAGGERTY, 
JOHN Q. HUNSICKER, Ill, CARBERY O'SHEA 


A comprehensive survey with full discussion of estate, gift and income tax 
laws and the place of insurance in estate planning. For attorneys, trust officers, 
insurance underwriters, accountants, and others. 


REGISTRATION NOW OPEN. FEE $40.00 


For full information, phone or write for Bulletin EC 


e DIVISION OF GENERAL EDUCATION 
"NEW YORK UNIVERSITY 
One Washington Square, New York 3. SPring 7-2000, Ext. 755 i i 
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"This new Accounting Machi, 
is as modern as 
our newest planes." 


American Airlines says,“Thesix National __ two years. But at the present rate 0! 
Accounting Machines we recently pur- it will pay for itself in less than® 
chased from you have saved us about “In these days, getting more worlf last wor 


W “CLA 


$2,500 a month—or $30,000 a year. better and faster . . . and at lowgl: Neve 

“We find them as modern for today’s __--- iS quite an achievement. We thal _ 
accounting as our latest planes are for and your representative for the fit sele 
today’s flying. Our improved billing is splendidly done.” than 70 
much appreciated by our customers. Col- of postin 
lection efficiency has been increased. ar. neously ¢ 


“When first installed we figured this 
National equipment would pay for itself in 


Vice President A ] 
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than EW “CLASS 31” MULTIPLE-DUTY NATIONAL ACCOUNTING MACHINE 


e worl last word in mechanized ac- 
t low#lg. Never before has one ac- 
machine combined so many 
the figett-money-saving features: 1. 
atic selection and control of 
than 70 functions by arrange- 
of posting control bars. 2. Si- 
neously adds and subtracts, or 


lent & 


transfers balances into any combina- 
tion of totals. 3. Instant, positive cor- 
rection in one operation of amounts 
entered in error in any combination of 
totals. 4. Electrified typewriter key- 
board permits description wherever 
desired. 5. Fluid-drive carriage travels 
in either direction at uniform speed. 


NATIONAL CASH REGISTER COMPANY 


DAYTON 9, OHIO 


Ask your nearest 
National representative 
to demonstrate the 
amazing “Class 31” 
today. Or write us 

at Dayton 9, Ohio 


ACCOUNTING MACHINES 


Ja bf When writing to advertisers kindly mention Tut New York Certiriep Pustic ACCOUNTANT. 
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BOOK REVIEWS 


Cases and Problems in 
Audits and Examinations 


By Christian Oehler. AMERICAN Book 
Company, New York, N. Y., 1950. Pages: 
viii + 535; $5.50. 

This book is designed primarily for use 
with the author’s textbook, “Audits and 
Examinations: Standards and Procedures.” 
The contents are based ,upon Professor 
Oehler’s experience in public practice; the 
presentation reflects his college teaching 
background. 

The work is planned for an eight months’, 
two semester Auditing course. Accordingly, 
it is made up of eight sections—each constitut- 
ing a unit covering approximately one month’s 
work—as follows: 

Preparation. Beginning the Field Work 

Cash on Hand and on Deposit 

Accounts Receivable 

Inventories. Accounts Payable 

Sundry Assets and Liabilities. 

Securities. Property 
Funded Debt. Intangible Assets. 
Reserves. Capital Stock 

Operations 

The Report 

Each of the eight units contains a study 
program, a description of the working papers 
needed, an assignment in a continuing problem 
or practice set, a series of cases and prob- 
lems, and questions and suggestions for re- 
view. 

Auditing teachers will find the book. a 
usable addition to the material in the field. 
It is also adaptable for use in practitioners’ 
staff training courses. 


Leo ROSENBLUM 


Associate Professor of Accountancy 
School of Business and Civic Administration 
The City College of New York 


How to Run a Small Business 


By J. K. Lasser. McGraw-HILi 


Company, Inc., New York, N. Y,, 
$3.95. 


Pages: xiii + 350; 

For some years Mr. J. K. Lasser has 
been studying the problems of the small 
businessman and helping him to achieve a 
more successiul business operation through 
his Small Business Clinics. This volume 
presents all of his thinking in this area and 
contains a wealth of valuable information, 
principally in the form of suggestive check 
lists. 


300K 
1950. 


(Continued on page 8) 
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BUSINESS AND PERSONNEL 
OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 


Business Opportunities : 15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 


HELP WANTED 


Senior Supervising Accountant, steamship 
experience, for Israel steamship company at 
Haifa, Israel. Knowledge of elementary 


Hebrew preferred. Replies cor‘idential. Box 


345, New York C.P.A. 


BUSINESS OPPORTUNITIES 


Mail and Telephone Service: Desk provided 
for interviewing . $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 


will purchase prac- 
and negotiations in 


York 


C.P.A., Society member, 
tice or accounts. Replies 
strictest confidence. Box 344, New 
CP 


C.P.A., own practice; desires to purchase 
small practice or individual accounts. Will 
consider partnership with erage of simi- 
lar size. Box 346, New York C.P.A 


SITUATIONS WANTED 


C.P.A., 44, Society member, seeks responsible 
position : office manager, chief 
accountant; many years diversified experi- 
ence. Excellent a rences. Box 343, New 
York 


C.P.A., desires to purchase individual ac- 
counts or interest with overburdened practi- 


tioner. Box 347, New York C.P.A. 


C.P.A., fifteen years diversified experience 
with small and medium-sized clients. Avail- 
able about ten days monthly to overburdened 

practitioner. Objective is eventual partnership 
by contribution of capital and modest practice. 
30x 348, New York C.P.A 


C.P.A., available part time or on per diem 
basis. Wiuil service accounts on percentage 
basis. Reasonable. Box 349, New York C.P.A. 
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JUNIOR 


to SENIOR 


A PROVEN 


ACCOUNTANTS 
PERSONNEL 
SERVICE 


A better screening program, under 
the direction of an accountant, for 
the express purpose of assisting 
accounting firms in their selection 


of “QUALIFIED PERSONNEL.” 


There is no charge whatever 
for our service to employers. 


CAGEN Personnel 


509 FIFTH AVE., NEW YORK 17, N. Y. 
MU. 7-3250 | 


DEPENDABLE 
Employment Agency 


220 W. 42nd St. N.Y.18 
BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 


COMPTROLLERS BOOKKEEPERS 

* OFFICE MANAGERS Full Charge 

ACCOUNTANTS Assistants 
C.P.A.’s SECRETARIES 
Seniors, Semi-Srs. ¢ STENOGRAPHERS 
Juniors e TYPISTS 

SALES CLERKS 


Established 1939 


Wm. Schnuer, BBA, MBA Shirley Schnuer 


Licensee Licensee 


The Employment Agency for Bookkeqpers 


OURS IS A SPECIALIST ORGANIZATION, PROVIDING 
RESPONSIBLE AND THOROUGHLY EXPERIENCED 
BOOKKFEPING PERSONNEL — 


299 maison Avenue - NEW YORK I7 MUrray Hill 7-382! 


specializ in the employment requirements 
of lic accountant and his cl 


Accountants 


° As a public service: FREE 
subscription to monthly house 
organ dealing with trusts, 


taxes, estate planning. 


The NOTEBOOK 


118 E, 41 ° NEW YORK 17, N. Y. 
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BARTON’S New Tenth Edition 


FEDERAL INCOME, 
ESTATE & GIFT TAX LAWS, 
CORRELATED 


THE INTERNAL REVENUE 
CODE PROVISIONS 
Covering Income, Estate and Gift Taxes 
in effect from 1944 to 1949 are corre- 
lated, bringing the author’s correlated 

tax laws up to date. 


ALL AMENDMENTS 


Since January 1, 1944, are inserted in 
different kinds of type showing exact 
language of amended sections before and 
after amendment. 


YEAR AND SOURCE OF ORIGIN 


Of each Income, Estate and Gift Tax 
Section are shown with 


CROSS REFERENCES 


To the author’s Second and Eighth Edi- 
tions (which have been reprinted in one 
volume) and to his Ninth Edition where 
each such section as originally enacted 
in prior Revenue Acts may be read. 
Across the eight corresponding pages of 
these three former editions and the new 


Tenth Edition. 
THE LEGISLATIVE HISTORY 


Of any given provision of the Code cov- 
ering Income, Estate and Gift Taxes from 
1913 to 1949 may be traced instantly by 
reading and comparing the exact lan- 
guage in effect during these 37 years. 


SECOND & EIGHTH EDITIONS (1913-1938) 
NINTH EDITION (1939-1943) 
NEW TENTH EDITION (1943-1949) 


NOW AVAILABLE IN THREE VOLUMES 


Price $35.00 Per Volume 
All 3 Volumes in One Order, $90.00 


TAX LAW PUBLISHING CO. 


Continental Bldg. 


Book Reviews 
(Continued from page 6) 


The first part (nine chapters) deals with 
problems encountered by all small business- 
men: building for profits, control through 
accounting methods, avoidance of fraud, 
proper tax management, credit and install- 
ment sale operations, financing the enterprise, 
providing an adequate insurance program, 
purchasing a going busines, and determining 
the best form of business organization. 

The second part (four chapters) deals with 
ideas applicable to particular businesses— 
a store, a plant, and a wholesaler—as well 
as the operation of a business office. 

The emphasis throughout this very prac- 
tical manual is on the everyday problems 
of small business operation, in terms which 
the small businessman can readily compre- 
hend. Mr. Lasser has performed a great 
service to this large segment of our business 
population in making available to them this 
useful tool of self-appraisal and self-help. 


(Continued on page 69) 
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JANUARY 15-31 


PRESSBOARD FOLDERS 


MANUFACTURERS OF 


SPEAKING | OF REPORT COVERS 


let’s take a look at the cover you are 
now using. Has the stock the snap and 
strength of high grade paper... Is the 


printing or engraving well planned . 


In short, as your representative in your 
client’s office, will your present cover 
make the right impression? Write for 
samples. 


N.L. & E.W. KRUYSMAN, Incorporated 
11a Frankfort Street New York 7, N. Y. 
EXPANDING FILE POCKETS 


X39 


Washington 5, D. C. | 
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APPRAISALS 


Made by qualified experts in all lines 


APPRAISAL COMPANY 


ATLANTA 
PHILADELPHIA + CHICAGO 


PITTSBURGH NEW YORK, N. Y. — ST. LOUIS 


When writing to advertisers kindly mention THe New Yorw Certiriep Pustic Accountant. 
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THE NEW YORK 
CERTIFIED PUBLIC ACCOUNTANT 


EMANUEL SAXE, Managing Editor 


The matters contained in this publication, unless otherwise stated, are the statements and 
opinions of the authors i the articles, and are not promulgations by the Society. 
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Income Tax Decisions and Rulings of 1950 


By Jack Scutosser, C.P.A. 


ee 1950* may not have pro- 
duced tax decisions of truly start- 
ling significance, nevertheless, it is the 
writer’s belief that a review of the cases 
decided and the governmental rulings 
issued during that period would be of 
value to most practitioners. This article 
will not attempt to consider or discuss 
the Revenue Act of 1950. 


Sale of Corporate Property 
by Stockholders 


In 1945, the Supreme Court issued 
its famous - ourt Holding Co. decision 
(324 U. 331). The Court ruled 
that the liquidation of a corporation, 
after it had begun sales negotiations 
but before it had transferred title to 
property, would not prevent it from 
being taxed with the eventual gain on 
the sale even though said sale was 
finally consummated by the stockhold- 


Jack Scntosser, C.P.A., is a 
member of our Society and of its 
Committee on State Taxation. 

He was graduated from The City 
College (New York) School of 
Business and Civic Administration 
in June, 1939, with the degree of 
B.B.A. 

Mr. Schlosser is a partner of a 
prominent New York firm of certi- 
fied public accountants. 


ers. On the facts of that case, the Court 
held that the sale was, in fact, made 
by the corporation and that the liqui- 
dation and eventual disposition of the 
property by the stockholders was with- 
out reality. 

At first blush it appeared that a 
death blow had been struck against 
taxpayers’ desires and attempts to 
avoid the double tax that usually re- 
sulted from the profitable sale of prop- 
erty by a corporation. The Bureau 
zealously applied the Court Holding 
doctrine to every applicable instance 
without attempting to delineate the 
facts of each case. The lower courts, 
however, resolutely refused over the 
years to accede to this blanket ap- 
proach. Finally, in 1950, the Supreme 
Court again reviewed this situation and 
upheld the lower courts’ general inter- 
pretation. It concluded that the Court 
Holding rule applied only to those cases 
where the facts clearly established that 
the corporation and not the stockholders 
were the true sellers of the property. 
This was not true of the case under 
review (U. S. v. Cumberland Public 
Service Company; U. S. Supreme 
Court No. 214; 1/9/50). 

This view was adopted by the courts 
in the following decisions issued this 
year with favorable results for the 
taxpayers involved. 


(Amos L. Beaty and Inc., 14 
T.C. 52; 1/26/50. Frank E. Gilman, 14 


* Actually, the fiscal period ended November 15, 1950, because of publication deadlines. 
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T.C. No. 101; 5/15/50. West Coast Securi- 
tics Company ct al., 14 T.C. No. 114; 
5/29/50. Bethlehem Steel Company (Penn- 
sylvania), Tax Court Memo Decision; 
9/28/50.) 

Where the facts show that the cor- 
poration negotiated the sale prior to 
its liquidation, it sl.ould be noted that 
the old doctrine will still be applied. 

(J. T. Wurtsbaugh, Transferec, 13 T.C. 

1059; 12/22/49. H. C. Jones v. W. Y. 

Grinnell, CCA-10; 2/16/50.) 

On the basis of the foregoing, the 
writer believes that we can now reason- 
ably expect a more liberal approach to 
this problem by revenue agents and the 
Bureau. 


Donated Property 


In another decision the Supreme 
Court ruled that property contributed 
gratuitously to a corporation by a 
community in order to induce the loca- 
tion or expansion of a business in that 
area, is to be included in invested capi- 
tal for excess profits tax purposes even 
though the contribution was made by 
a non-stockholder. Where the contri- 
bution is in the form of cash which, 
in turn, is used to acquire property, 
the same rule applies. In both of these 
instances, the property acquired may 
properly be subjected to depreciation 
for tax purposes. 

(Brown Shoe Company, Inc. v. Commis- 

sioner, U. S. Supreme Court No. 445; 

5/15/50.) 

While reversing the Eighth Circuit 
in the Brown Shoe Company case, the 
Supreme Court in part upheld the 
Third Circuit’s decision in the case of 
Commissioner v. The McKay Products 
Corporation (CCA-3; 12/16/49). In 
the McKay case, however, the Court 
ruled that the basis of the donated 
property was the cost of such property 
to the donor. The Supreme Court, on 
the other hand, held that the market 
value of the property was the proper 
basis, both for depreciation and for 
inclusion in invested capital. This latter 
position was subsequently followed by 
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the Tax Court (Douglas Hotel Com- 
pany; 14 T.C. No. 128; 6/13/50). 

Suppose the Brown Shoe Company 
had leased the property from the com- 
munity on a rent-free basis for a fixed 
period of time, would it have been 
allowed to include the present value 
of that leasehold in its invested capital 
and deduct the amortization of the 
leasehold each year? 


Net Operating Loss 

Some of the problems involving net 
operating losses were reviewed by the 
courts during the year with interesting 
results. 

In calculating the net loss to be 
carried forward (and presumably back) 
the law in effect in the year of loss 
is to be applied (Reo Motors, Inc. v. 
Commissioner; U. S. Supreme Court 
No. 59; 1/29/50). 

The Supreme Court also held that 
interest on a validly assessed deficiency 
was not abated when the deficiency 
itself was eventually eliminated by a 
net operating loss carryback (John E. 
Manning v. Seeley Tube & Box Com- 
pany; .U. S. Supreme Court No. 70; 
2/6/50). On the basis of this decision, 
G.C.M. 26455 was subsequently issued 
extending the Seeley Tube doctrine to 
penalties as well. Accordingly, it was 
held that a fraud penalty assessed and 
collected could not be refunded even 
though the deficiency which gave rise 
to said penalty was reduced or elimi- 
nated by a carryback loss (Frank Nick 
v. John B. Dunlap; VU. S. District 
Court, Northern District of Texas; 


6/22/50). 


Amortizable Bond Premium 


Where a taxpayer purchased callable 
bonds at a premium, said premium may 
be amortized over the period from date 
of purchase to the earliest call date, 
despite the fact that the premium may 
be attributable in whole or in part to 
a conversion privilege contained in said 
bonds and not to its interest rate 
(Commissioner v. Christian W. Korell 
and Joe Shoong v. Commissioner; 
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Income Tax Decisions and Rulings of 1950 


U. S. Supreme Court Nos. 384 and 
483; 6/5/50). 

Although the Revenue Act of 1950 
quickly delimited the benefits of these 
decisions, they can still prove of great 
value to taxpayers who acquired such 
bonds prior to June 15, 1950. The 
effective dates of this provision of the 
1950 Revenue Act should be consulted 
by affected practitioners. 


Partnership Income of 
a Decedent 


Generally speaking, the final return 
of a decedent partner must include his 
distributive share of the partnership 
income to date of death. This is based 
upon the theory that the partnership’s 
taxable year ends with the date of 
death. Where the partnership is on 
a fiscal year basis, this may often result 
in the pyramiding of income in that 
final return. 

The courts, in 1950, held that this 
rule did not apply where the partner- 
ship agreement specifically provided 
for the continuation of the business 
past the date of death. 

In one case the agreement stipulated 
that the partnership was to continue 
until the date of the regular fiscal year 
closing subsequent to date of death 
(Girard Trust Company et al; CCA-3; 
6/7/50). In another, the agreement 
called for continuation of the business 
until the decedent’s interest was dis- 
tributed to his estate or heirs (Com- 
missioner v. Estate of Samuel Mnook- 
in; CCA-8; 8/23/50). 

In the final case on this point, the 
partnership agreement provided that 
the decedent’s heirs or estate could 
elect fo continue as a partner in his 
place. It would appear that if no such 
election were made the partnership 
year would be deemed ended at date 
of death and the decedent’s share of 
income would be included in his final 
return. Where the election was made, 
the regular partnership fiscal year 
would continue in effect and no addi- 
tional income would be reported in the 
decedent’s final return, solely by virtue 
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of his death. In the instant case, the 
election was made but was rejected by 
the surviving partners, and the partner- 
ship was dissolved a little more than a 
month after death. Nevertheless, the 
Court ruled that the partnership tax 
year did not end at date of death but 
continued until dissolution (Estate of 
Isidore Waldman, Deceused; 15 T.C. 
No. 80; 11/9/50). 

The writer strongly recommends 
that every practitioner review his 
clients’ partnership agreements to 
check upon the propriety of any clauses 
contained therein dealing with the effect 
of the death of a partner. 


Family Partnerships 

The battle of Tower, Lusthaus and 
now Culbertson rages on, with the fol- 
lowing box score results for the period 
under review : 


Unfavor- % 


Favorable able Favorable 
Circuit Courts 
of Appeal ..... 10 3 
Tax Court ....:.<> 28 28 50% 
District Courts .. 20 7 74% 


The general conclusion, stated in 
prior vears, that the District Courts ap- 
pear to treat family partnership cases 
more generously than the Tax Court, 
would apparently still apply. 

No conclusive pattern arises from 
the current crop of cases, but the fol- 
lowing observations may be worthy of 
note: 

When the formation of family part- 
nerships was the vogue, the pattern of 
action followed by many practitioners 
consisted of the following : 

(a) Gift of stock of a closely-held 

corporation, 

(b) Immediate liquidation and dis- 
solution of the corporation. 

(c) Immediate conveyance by the 
stockholders of the corporate as- 
sets to a partnership. 

(d) Each stockholder became a part- 
ner to the extent of his prior 
stock ownership. 


Generally speaking, the Bureau has 
frowned upon this procedure on the 
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grounds that no new capital was being 
contributed by the donee partners, and 
that their contribution consisted of gift 
capital. 

Late in 1950, the Tax Court issued 
a decision based upon facts largely sim- 
ilar to the foregoing and upheld the 
resultant family partnership. The Court 
was not at all concerned with the fact 
that the dissolution of the corporation 
followed the gift of stock by only one 
day, and was part of one continuous 
plan. That the questioned members of 
the firm were limited partners was not 
considered fatal. Practitioners would 
do well to review their pending part- 
nership cases and even their closed 
cases where the statute has not run to 
determine whether this decision is 
helpful. 


(Theodore D. Stern, 15 T.C. No. 71; 

10/18/50.) 

On July 29, 1950, the U. S. District 
Court of the Northern District of Iowa 
issued its spectacular decision of R. M. 
Hanson v. E. H. Birmingham wherein 
it held that, legally, a trust could not 
become a member of a partnership. The 
disastrous effects of this ruling were 
overcome, however, by two other de- 
cisions announced this year which rec- 
ognized trusts as partners. 

(Jerry Maitatico v. Commissioner, CCA— 

District of Columbia; 6/19/50. Theodore 

D. Stern, supra.) 

In the latter case, the Tax Court clearly 
stated its disagreement with the 
Hanson decision. 

Where the donor of a family partner- 
ship interest was an inactive member 
of the firm, the chances of success in 
the courts may be considerably en- 
hanced. 

(Arthur A. Byerlein, 

12/30/49 (Acq.) ) 

If the suspect partners were intro- 
duced for a valid business purpose, such 
as the bolstering of credit, the partner- 
ship will probably be sustained. 

(Alvin Margolius, Tax Court Memo De- 


cision; 6/2/50. Estate of George L. Hanna- 
man, Deceased, 15 T.C. No. 47; 9/28/50.) 
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Patent Transactions 


During the past few years the courts 
have become increasingly occupied with 
the problem of determining the proper 
tax treatment of patent conveyances. 
With increasing frequency they have 
come forth with the holding that where 
complete title to the patent was trans- 
ferred; where the owner was not en- 
gaged in the business of selling patents ; 
where the patent did not result directly 
and solely from a contract of employ- 
ment ... the transaction was, in fact, 
a sale and the gain therefrom was tax- 
able as a capital gain. Nor were the de- 
cisions affected by the fact that con- 
sideration for the patent might consist 
of periodic payments hased upon sales, 
profits or units produced. 

(Edwin R. Evans v. Giles Kavanagh, U.S. 

District Court, Eastern District of Michi- 

gan; 10/19/49. George Hofferbert v. S. WV. 

Briggs, CCA-4; 12/21/49. Richard IW. 

Werner v. Marian H. Allen, U.S. District 

Court; Georgia; 3/29/50. Carl G. Drey- 

mann, Tax Court Memo Decision; 2/27/50. 

United States v. Alwyn E. Borton et al., 

U.S. District Court, New Jersey ; 2/28/50. 

Marvin R. Thompson v. James W. Johnson, 

U.S. District Court, New York; 7/26/50.) 


In the Evans case the sale was 
deemed complete even though the seller 
retained a license thereunder. In Briggs 
the sales contract was distinguished 
from a contract of employment. The 
contract in the Werner case referred 
to a “license”; the consideration was 
called a “royalty” and was based upon 
a percentage of sales; nevertheless, the 
transaction was deemed a sale because 
of the complete conveyance of owner- 
ship. Despite the fact that the pur- 
chaser, in each case, was a controlled 
cv; poration and the consideration called 
for periodic payments, the income from 
the patent transfers in the Dreymann 
and Borton decisions were taxed as 
capital gains. The petitioner in the 
Thompson case was not deemed in the 
business of creating and selling patents 
although severai patents covering dif- 
ferent prodcts were involved. 

Confronted with these decisions and 
aware of the tax savings implicit there- 
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in, the Bureau issued Mimeograph 6490 
(3/20/50). It ruled that where the 
consideration for the assignment of a 
patent was an amount measured by a 
percentage of sales or based upon the 
number of units sold, the transfer will 
be regarded, for tax purposes, as pro- 
viding for the payment of royalties tax- 
able as ordinary income. This would 
apply even though the conveyance was 
exclusive and covered the right to 
make, use and sell the patented article 
and was, therefore, one which the 
courts would ordinarily deem a sale. 
The new ruling was made applicable to 
“royalties” received in taxable years 
beginning after May 31, 1950. 
Although many practitioners ques- 
tion the legality of Mimeograph 6490, 
unless and until it is questioned and 
upset in the courts, it will be followed 
by the Bureau. Affected taxpayers 
must, therefore, either reconcile them- 
selves to the loss of a favored position 
or to a decision to litigate the matter. 


Section 45 


It is the writer’s opinion that there 
is much to be gained from a close 
scrutiny of decisions involving Section 
45, especially with the probability of an 
excess profits tax in the immediate 
offing. With this in mind, the following 
should be noted: 

A partnership was formed by the 
wife and children of the principal stock- 
holder of a corporation to perform busi- 
ness activities similar to those of the 
corporation. The separate identity of 
the partnership, which was disputed by 
the Tax Court, was recognized on ap- 
peal. This view was adopted despite 
the following: 

(a) The  corporation’s principal 
stockholder dominated both the 
corportaion and the partnership. 

(b) The same agents purchased ma- 
terial both for the partnership 
and the corporation. 

(c) The partnership sold the same 
products to the same customers 
as the corporation. 
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The Court based its views upon the fact 
that the partnership owned its own 
warehouse. Furthermore, where com- 
mon facilities and employees were 
shared, the expenses were properly 
divided. Finally, the entire idea of a 
separate partnership was devised to 
provide a means for the investment of 
funds by the wife of the corporate 
stockholder and to exploit her own 
knowledge of the business. 

(John L. Denning & Company, Inc. v. 

Commissioner, CCA-10; 1/8/50.) 

A citrus grove owned by a corpora- 
tion was leased to a joint venture com- 
posed of its stockholders. They oper- 
ated the grove but virtually all of the 
profits were used to pay the corpora- 
tion’s mortgage indebtedness. No in- 
vestment was made by any of the 
members of the venture. The Court 
concluded that the stockholders never 
intended to join together for the pur- 
pose of carrying on a joint venture for 
profit. 

(L. W. Tilden, Inc., Tax Court Memo 

Decision, 3/16/50.) 

Where the entire business, formerly 
conducted by a corporation, with the 
exception of its real estate, was taken 
over by a partnership composed of its 
stockholders, the Bureau was unsuc- 
cessful in its attempt to tax the business 
income back to the corporation. The 
Court ruled that the business activities 
were logically severable from the real 
estate and the rent was reasonable. 

“It is well settled that a taxpayer is 
free to adopt such legal organization for 
the conduct of his affairs as he may choose; 
he may convert from the corporate method 
to the partnership method of doing business 
and, though his motive in so doing be to 
reduce taxes, the conversion must be ac- 
corded recognition unless it is such a sham, 
such a change in form only, without sub- 
stance, as to be disregarded for tax 
purposes.” 

The writer would like to point out 
that rent received by a corporation 
from a partnership composed of its 
stockholders would constitute personal 
holding company income. 

(Twin Oaks Company v. Commissioner, 

CCA-9; 7/20/50.) 
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Stockholdei-Corporation 
Transaction 


Transactions between a controlled 
corporation and its stockholder-em- 
ployees are always closely scrutinized 
by the Bureau and the courts, and the 
year 1950 was no exception. 

Where a corporation purchased an 
automobile for the use of its principal 
officer, it may deduct the entire amount 
of depreciation and maintenance despite 
the fact that the officer used the car 
partially for personal purposes. How- 
ever, to the extent so employed, the 
portion of the expense equivalent to 
the approximate value of the personal 
use will be taxed to the officer as addi- 
tional compensation. 

(Rodgers Dairy Company et al., 14 T.C. 

66; 1/27/50.) 

Taxpayer and his family occupied a 
residence owned and maintained by a 
corporation of which he was a stock- 
holder-officer. His compensation from 
that corporation was considered in- 
creased by the rental value of the prop- 
erty. 

(J. Simpson Dean, Tax Court Memo De- 

cision, 3/28/50.) 

Where the effect of a transaction is 
the pro-rata redemption by a corpora- 
tion of a portion of its shareholders’ 
stock for no corporate purpose and 
without disturbing the proportional in- 
terests in the company, it will be treated 
as a dividend distribution under Sec- 
tion 115(g) I.R.C. The Court was 
concerned with the final outcome of the 
deal despite the fact that it required 
more than a year to complete. 

(James F. Boyle, 14 T.C. No. 157; 

6/30/50.) 

The Treasury Department’s regula- 
tions to the contrary, the Tax Court 
ruled that an employee, who exercised 
an option to purchase his corporate 
employer’s stock, did not realize tax- 
able income even though the market 
value of the stock exceeded the option 
price. It based its couclusion upon the 
following : 


(a) Facts indicated that the option 
14 


was not granted to provide ad- 
ditional compensation but mere- 
ly to permit him to acquire an 
interest in the business. 

(b) The option price was fixed above 
market at the time the option 
was granted. 

(c) The corporation did not claim a 
deduction for the increased 
value of the stock as additional 
compensation. 

(d) The increase in market value 
was merely a fortuitous event. 


For employee stock options exercised 
or exercisable after 1949, reference 
must be made to Section 218 of the 
Revenue Act of 1950. For options ex- 
ercised prior to 1950, this case may 
have direct application and should be 
consulted. 

(Malcolm S. Clark, Tax Court Memo 

Decision; 8/30/50.) 

A corporate pension or profit-shar- 
ing plan will not qualify under Section 
165(a) I.R.C. if it discriminates in 
favor of stockholder-employees or rep- 
resents a subterfuge for the distribu- 
tion of profits to such shareholders. In 
1944, the Bureau issued J.T. 3674 
which purported to establish a standard 
for measuring the foregoing. It held 
that a plan would be considered im- 
properly discriminatory if the contribu- 
tion made thereto, on behalf of share- 
holders owning individually more than 
10% of the employer’s stock equalled 
or exceeded, in the aggregate, 30% of 
the total contribution. 

The Tax Court determined that the 
foregoing measure was arbitrary and 
was meant to be only a general rule 
and to be considered along with all of 
the other pertinent facts. In the case 
under review the plan was held not dis- 
criminatory even though the “30% 
rule” applied. Subsequently, a new rul- 
ing was issued by the Bureau revoking 
I.T. 3674 and setting forth this more 
liberal approach (J.T. 4020). 

(Volckening, Inc., 13 T.C. 723; 11/10/49 

(Acq.) ) 


A warning note to practitioners may 
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be gleaned from the decision of Patrick 
L. Adams v. Seldon R. Glenn (U.S. 
District Court, Western District of 
Kentucky ; 5/17/50). During 1943 and 
1944 the taxpayer withdrew approxi- 
mately $29,000 and $13,000, respective- 
ly, from a corporation of which he 
owned 48.5% of the stock in 1943 and 
95% thereof in 1944. The Bureau 
taxed these advances as dividend dis- 
tributions to the extent of available 
earnings in each of said years. It is not 
entirely clear from the cited instruc- 
tions to the jury, but it appears that, 
although the advances were reflected as 
such on the books of the corporation, 
no note was issued by the stockholder 
and no interest was paid thereon. The 
jury apparently was not convinced that 
a loan was contemplated by both parties 
at the time the cash was advanced and 
that the stockholder really intended to 
return the money to the corporation. 
It would seem evident from the fore- 
going that all stockholders’ loans should 
be evidenced by interest-bearing notes 
having fixed maturity dates and that 
the terms of the notes should be 
adhered to, if we are to avoid having 
the loans taxed as dividend distribu- 
tions. 


Loan v. Investment 

Whether an advance by a stock- 
holder to a controlled corporation rep- 
resents a loan or an additional invest- 
ment is an important distinction, the 
determination of which may involve 
severe tax repercussions. The decisions 
issued during 1950 on this matter point 
out the following: 

Stockholders’ advances were deemed 
capital contributions and not debts 
where: 


(a) The corporation’s ratio of debt 
to paid-in capital was 50 to 1. 


(b) The advances were made in pro- 
portion to stock holdings. 


(c) No notes were issued therefor. 


(d) No interest was charged or paid 
on the alleged indebtedness. 


£933 


(George L. Sogg, Tax Court Memo Deci- 

sion; 10/4/50.) 

The same conclusion was reached in 
the case of Isidor Dobkin (15 T.C, No. 
6; 7/17/50). Here it was pointed out 
that the ratio of debt to paid-in capital 
was 35 to 1; the advances were made 
simultaneously with the capital con- 
tribution and for the same purpose; al- 
though the alleged advances were 
credited to a separate account called 
‘Loans Payable”, no notes were issued. 
On the basis of the foregoing, Judge 
Arundel ruled that the advances were 
additional investments and _ stated, 
“When the organizers of a new enter- 
prise arbitrarily designate as loans the 
major portion of the funds they lay out 
in order to get the business established 
and under way, a strong inference 
arises that the entire amount paid in 
is a contribution to the corporation’s 
capital and is placed at risk in the busi- 
ness.” 

A similar view was implied in the 
case of Sam Schnitzer et al v. Commis- 
sioner (CCA-9; 7/24/50). 

It would seem, on the basis of the 
foregoing, that the courts are becoming 
increasingly concerned with corpora- 
tions having an inadequate capitaliza- 
tion. Taxpayers can expect closer and 
more critical scrutiny of their “loans” 
where the ratio of corporate debt to 
capital is high. In these instances, fail- 
ure to observe strictly all of the formal- 
ities associated with a creditor-debtor 
relationship would, undoubtedly, prove 
fatal. Care should be taken to see that 
notes are issued, interest charged and 
paid, a fixed maturity date or dates 
established, etc. 


Sale of Partnership Interests 


This was the year when the Treasury 
Department surrendered and admitted 
defeat in its long struggle to tax the 
sale of a partnership interest as a sale 
of the underlying assets rather than as 
a sale of a capital asset. The courts 
were virtually unanimous in holding 
that a partnership interest is a capital 
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asset and its sale should be treated 
accordingly : 

(L. B. Davis v. United States, U. S. Dis- 

trict Court, Western District of Tennessee ; 

11/29/49. Estate of Joseph Nitto et al., 

13 T.C. 858; 11/30/49. Gene Bass, Tax 

Court Memo Decision; 3/8/50. Frank J. 

Johnson, Tax Court Memo Decision; 

3/29/50. Mignonette E. Luhrs et al., Tax 

Court Memo Decision; 6/28/50. Mar 

Swiren v. Commissioner, CCA- 7; 7/14/50.) 

On the basis of the foregoing the 
Bureau finally issued G.C.M. 26379 
which revoked G.C.M. 10092 (C.B. 
XI-1, p. 114, 1932) and adopted the 
views of the various courts. It ruled 
that “the sale of a partnership interest 
should be treated as the sale of a capital 
asset under the provisions of Section 
117 I.R.C.” 

Where the transaction does not in- 
volve the sale of a partnership interest 
but represents, in fact, the sale by the 
partnership of its assets, the nature of 
the gain or loss will be determined by 
reference to the assets sold. It is obvi- 
ous, therefore, that the way in which 
a sales contract is drawn will have an 
important bearing on the tax conse- 
quences of the resultant sale. 

(Estate of Herbert B. Hatch, 14 T.C. 251; 

2/23/50.) 

The purchase of a partnership inter- 
est for less than the book value thereof 
does not result in immediate income to 
the purchaser. 

(Helen Davis, Tax Court Memo Decision; 

3/29/50.) 

Of more than passing interest was 
the finding of the Tax Court that the 
gain on the sale of an accounting prac- 
tice is taxable as a capital gain under 
Section 117, I.R.C. 

(Richard S. Wyler, 14 T.C. No. 142; 

6/23/50.) 


Penalties 

With the prevailing high rates of tax 
in effect, penalties become an especially 
costly and odious burden to taxpayers 
when imposed. Several cases during 
1950 touched upon this matter from 
various points of view. 

The Tax Court imposed negligence 
penalties in a series of cases where: 
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(a) Deductions on the tax return 
were estimated. 

(b) No written proof of deductions 
was submitted. 

(c) There was no reason for lack of 
proof. 

(d) Records of taxpayer were insuf- 
ficient and inaccurate. 

(e) Deductions involved included 
business expense, contributions, 
interest, taxes, medical expense, 
losses, expenses of sales, etc. 

(Mildred P. Rensler et al., John T, Scur- 

lock et al., Fred and Ruth Zeller, Tax 

Court Memo Decisions; 1/10/50.) 

In measuring the penalty for sub- 
stantial underestimate of tax when fil- 
ing a declaration, the basis for calcula- 
tion is not the tax reflected on the 
return for the year but the final tax as 
determined by the Department, includ- 
ing any deficiencies. In preparing an 
estimate, therefore, practitioners should 
make an allowance for expected or pos- 
sible results of a future examination. 

(Edward Wall, Sr., Tax Court Memo De- 

cision; 4/18/50.) 

Will reliance upon professional ad- 
vice be considered reasonable cause for 
failure to file a required return, thereby 
avoiding the imposition of a negligence 
penalty? The answers to this question 
are many and varied. 

Penalty for failure to file an excess 
profits tax return was imposed even 
though the accountant advised that no 
return was due. The courts pointed out 
that no evidence was introduced to 
prove him an expert in Federal tax law. 
Furthermore, possession of a Treasury 
card was not deemed “compelling evi- 
dence that the bearer had expert knowl- 
edge in this field.” 

(L. W. Tilden, Inc., Tax Court Memo 

Decision; 3/16/50.) 

Mere review of the regular income 
tax return by an attorney without com- 
ment as to the necessity for filing a 
personal holding company return will 
not prevent imposition of pen: 'ty for 
failure to file. Since there wes «10 in- 
quiry into this point, there could be no 
reliance on professional advice. Reli- 
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ance upon a prior year’s tax examina- 
tion is not reasonable cause where the 
issue was never raised or discussed 
despite its existence. 

(Genessee Valley Gas Company v. Com- 

missioner, CCA—District of Columbia; 

1/30/50.) 

Where all of the information required 
to form an opinion was furnished to a 
competent certified public accountant 
qualified to handle tax matters, and the 
failure to file a personal holding com- 
pany return was either pursuant to his 
advice or was not noted by him, no 
negligence penalty was imposed. 

(Haywood Lumber and Mining Company 

v. Commissioner, CCA-2; 1/4/50. Reliance 

Factoring Corporation, 15 T.C. No. 81; 

11/10/50. Neuhoff Bros. Packers v. United 

States, U. S. District Court, Northern 

District of Texas; 6/21/50.) 


Miscellaneous Decisions and 

Rulings 

The organization formed to produce 
the stage show “Junior Miss” was held 
not taxable as a corporation. Generally 
speaking, it would be considered, for 
tax purposes, as a joint venture. 

(Junior Miss Company, 14 T.C. 1; 

1/11/50.) 

Taxpayer corporation purchased all 
of the stock of another corporation on 
December 26, 1942, in order to acquire 
its assets. On December 31, 1942, the 
latter corporation was dissolved. The 
Court ruled that the tax-free provisions 
of Section 112(b)(6) did not apply 
and that the basis of the assets acquired 
was petitioner’s cost of the stock. The 
entire transaction was deemed an in- 
direct purchase of assets. 

(Kimbell-Diamond Milling Company, 1 

T.C. 74; 1/27/50.) 

Taxpayer corporation had a union 
contract calling for one week’s vacation 
with pay for every worker with 12 
months continuous employment on 
June 1 of any year. The corporation 
accrued a pro-rata share of its vacation 
pay in each month of the 12 months 
preceding June 1. The Tax Court sus- 
tained the Commissioner in holding 
that the company’s liability was subject 
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to a condition precedent and became 
fixed only on June 1. The entire lia- 
bility was, therefore, deductible only 
on that date. 

( Tennessee Consolidated Coal Co., 

No. 62; 10/10/50.) 

Where the furnishing of re and 
living quarters to an employee is com- 
pensatory in nature, their value must 
be included in his gross income and 
subjected to withholding, notwithstand- 
ing the fact that the employee is re- 
quired to be available for duty at any 
time and therefore receives said emolu- 
ments for the benefit of his employer. 

(Mimeograph 6472; 2/15/50.) 


Any gain realized on the collection 
of accounts receivable or a note consti- 
tutes ordinary income, since there is no 
sale or exchange. 


(Laurence and Gladys Sovik v. Frank J. 
Shaughnessy. John T. Smith v. Frank J. 
Shaughnessy, U. S. District Court, North- 
ern District of New York; 1/31/50. A. B. 
Culbertson, 14 T.C. No. 162; 6/30/50.) 


The issuance of negotiable interest- 
bearing notes prior to or within 2% 
months after the close of the year con- 
stitutes “payment” for purposes of 
Section 24(c)(1) relating to non-de- 
ductible expenses. 

(Heathbath Corporation, 14 T.C. 332; 

3/1/50.) 

The Tax Court refuses to accept the 
findings of the Seventh and Second 
Circuit Courts and still maintains that 
sales of treasury stock at a gain are not 
taxable if the sales are to employees for 
the purpose of giving them a stock in- 
terest in the business. This does not 
constitute dealing in its own shares “as 
it might in the shares of another cor- 
poration.” 

(H. W. Porter & Co., Inc., 14 T.C. 307; 

2/28/50.) 

Certain leasehold improvements were 
held depreciable over the combined 
primary and optional renewal period 
of the lease and not over the primary 
period alone as claimed by the tax- 
payer. 

(Alamo Broadcasting Company, Inc., 15 

T.C. No. 73; 10/20/50.) 
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Traders in securities, real estate, art 
works, etc., may secure the benefits of 
the capital gains provision on sales of 
property, similar in nature to their 
stock in trade, if it is purchased and 
held for investment purposes and not 
for sale in the ordinary course of busi- 
ness. 

(Stifel, Nicolaus & Co., Inc., 13 T.C. 755; 

11/17/49. Austin Bertrand Wood, Vax 

Court Memo Decision; 2/21/50.) 

Taxpayers, earning income in coun- 
tries where monetary or exchange re- 
strictions prevented conversion of said 
income into American currency were, 
nevertheless, obliged to pay tax here at 
the time when the income was earned 
or received. It was the taxpayer’s bur- 
den to establish the proper conversion 
value after giving effect to the restric- 
tions. The Bureau has now altered this 
state of affairs by permitting taxpayers 
to defer the taxation of foreign income 
and related deductions, where they are 
not readily convertible into American 
currency. For details as to the manner 
of making this election, reference 
should be made to Mimeograph 6475 
(as amended by Mimeograph 6494) ; 
March 27, 1950. 


The Bureau has reversed its position 
and now holds that payments made by 
an employer to the widow of a deceased 
officer or employee, are includible in 
the gross income of the widow for Fed- 
eral income tax purposes. There has 
never been any question about the de- 
ductibility of these payments. However, 
with regard to the recipient, prior to 
this ruling, the Department treated 
such payments as non-taxable gifts 
when made for a limited period of time. 
Now they are held to be taxable wheth- 
er they are voluntary or involuntary, 
definite or indefinite, and regardless of 
whether or not they are part of a plan. 
This ruling is not applicable to pay- 
ments received prior to January 1, 1951 
(1.T. 4027). 


Generally speaking, income received 
in advance without restrictions thereon 
is taxable when received even to an ac- 
crual basis taxpayer. Two attempts by 
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the Treasury Department to extend 
this rule were rebuffed by the courts 
during 1950: 

(1) Where deposits on milk bot- 
tles are regularly recorded by the 
taxpayer in a liability account to 
which refunds are debited, the Com- 
missioner cannot require it to report 
the deposits as income and deduct 
the refunds when made. 

(Farmers Creamery Company of Freder- 

icksburg, Virginia, 14 T.C. No. 107; 

5/18/50.) 

(2) Dealer contributions to an 
advertising fund were deemed not to 
be income in the year of receipt to be 
offset by allowable deductions for the 
expenditures made from that fund. 
The funds contributed constituted a 
trust fund which the petitioner manu- 
facturer administered as an agent. 
No gain or profit was realized as the 
result of the receipt of these amounts. 
(The Seven-Up Company, 14 T.C. No. 115; 
5/31/50.) 

The settlement of a mortgage at a 
discount is held to result in an ordinary 
loss to the mortgagee and ordinary in- 
come to the mortgagor (J.T. 4018). 

An amount received on the sale of 
notes receivable previously charged off 
in full as a bad debt (with tax benefit ) 
was held to constitute ordinary income 
rather than capital gain. 

(The Merchants National Bank of Mobile, 

14 T.C. No. 156; 6/30/50.) 

With an excess profits tax virtually 
a certainty, cases involving the old law 
are of more than academic interest. 
The courts have-now virtually arrived 
at the unanimous conclusion that tax- 
payers reporting on the installment 
basis, properly included the Reserve for 
Unrealized Profit in their invested 
capital where they had elected to apply 
the provisions of Section 736(a). Prac- 
titioners will recall that this was the 
relief provision which permitted install- 
ment taxpayers to elect to report on the 
accrual basis for excess profits tax 
purposes. 


(Busch’s Kredit Jewelry Co., Inc. v. Com- 
missioner, CCA-2; 1/6/50. John Breuner 
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Company v.Commissioner, CCA-9; 1/25/50. 
Davidson's, Inc. v. E. H. Birmingham, 
U. S. District Court, Northern District of 
Iowa; 6/20/50.) (Hart Furniture Com- 
pany, Inc. v. Commissioner, CCA-5; 
10/3/50. House of Lindberg, Inc. v. Com- 
missioner, CCA-7; 9/29/50.) 


The Tax Court continues in its un- 
successful attempt to upset lease-backs 
of property after intra-family gifts. In 
1948 the Seventh Circuit permitted the 
rent deduction in the case of Skemp v. 
Commissioner, notwithstanding an ad- 
verse ruling by the Tax Court. This 
year the Tax Court was again reversed 
on this point, this time by the Third 
Circuit. 

(Helen C. Brown v. Commissioner, CCA-3; 

2/28/50.) 

The subject of lease-backs was fur- 
ther explored in two other decisions. 
Where a taxpayer made a bona fide 
sale of property at a loss to an inde- 
pendent purchaser, retaining a 25 year 


lease, the loss, measured by the excess 
of cost over sales proceeds, was held 
deductible. The purpose of the pur- 
chase and subsequent sale of the prop- 
erty was to relieve the taxpayer of an 
onerous lease (The Standard Envelope 
Manufacturing Company, 15 T.C. No. 
8; 6/31/50). 

On the other hand, where the prop- 
erty was sold and a lease for 30 years 
or more retained, the Tax Court ruled 
that this was a tax-free exchange of 
property of a like kind, since a lease- 
hold of this length is considered the 
equivalent of a fee interest for purposes 
of Section 112(b)(1). The loss on 
said sale was, therefore, disallowed. 
The lessee was deemed to have acquired 
a leasehold with a basis equivalent to 
the cost of the property sold less any 
cash received. This leasehold could then 
be amortized over the life of the lease 
(Century Electric Company, 15 T.C. 
No. 79; 10/31/50). 


AN ADIRONDACK VIEW 


I Don’t Know the answers to a lot of problems. Here are some of them: 


1. How to control people whose fixed idea is to boss everything, including the world— 
Joe Stalin on the international level and plenty of others on lower levels. 


got into WW1 & WW2. 


2, How to keep from forgetting the things learned long ago—folks’ names and how we 


3. How to get other people to vote so we will have a concentration of wisdom in 
Washington—and London, and Paris, and Ottawa—and Lake Success. 


4. How to keep an economic wagon on an even keel when each of the wheels fights 


to be the big wheel. 


in 


vice versa). 


How to make a perfect bridge partner out of my wife (she has the same problem, 


Guess I am pretty dumb, but, according to the newspapers, there are others—well, 
a few; there might even be some CPAs—well, two or three. 


Leonarp Houcuton, CPA 
of the Adirondack “Chapter” 
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Significant Changes in Tax Reporting Forms 


By Georce J. SCHOENEMAN 


y was only two months ago that I 
had the pleasure of addressing the 
sixty-third annual meeting of the 
American Institute of Accountants at 
Boston. It is indeed a pleasure again to 
see so many of you whom I saw at that 
meeting. Customarily, a tax collector 
sees the same people only once a year; 
but certainly if you are willing to meet 
me at the cashier’s cage more frequent- 
ly, I would be the last one to object. 
That partly explains the readiness with 
which I accepted the invitation so kind- 
ly and generously tendered me to meet 
with you tonight. 

At the Boston meeting I outlined 
the major provisions of the new social 
security legislation and those of the 
Revenue Act of 1950, together with a 
statement of the steps which we were 
taking to activate these provisions. 

One of the steps which I mentioned 
at that meeting was the work being 
undertaken in the development of the 
necessary tax reporting forms. Since 
that particular phase of the work is now 
nearing completion, I should like to 
spend the time which you have given 
me in highlighting the significant 
changes in some of the forms affected. 

As you well know, the tax blank is 
our most effective and direct link be- 
tween the taxpayers and the Revenue 
Service. The Internal Revenue Code, 
with its amendments, is the basic docu- 
ment in which is reflected the taxes 
levied by the Congress. The regulations 
constitute an interpretative medium, 
but it is the tax form that really com- 
municates the tax message to the peo- 


GeorGE J. SCHOENEMAN is the 
Commissioner of Internal Revenue. 

This paper was presented by him 
at a regular meeting of the Society 
held on December 11, 1950, at the 
Hotel Roosevelt in New York City. 
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ple and the medium used. by them in 
response. It is true that we use many 
types of communications other than the 
tax forms, such as, newspaper stories, 
pamphlets, instruction sheets, radio and 
television outlets, street car ads, and 
posters. Invaluable assistance is also 
provided by employers and others in- 
terested in making every citizen and 
business enterprise conscious of his tax 
obligations. For the help which you as 
accountants have furnished in this re- 
spect, I hasten to acknowledge our deep 
gratitude. 

It is because the tax blank, which 
goes directly from the Collector to the 
taxpayer, provides us with an oppor- 
tunity to meet each taxpayer, on paper 
at least, that we put everything we have 
into making these forms as understand- 
able and as effective as possible. 

The advisory group appointed by the 
Joint Committee on Internal Revenue 
Taxation, which made an investigation 
of the Internal Revenue Service a few 
years ago, made many valuabie and 
constructive observations. Among them 
was one in which we take considerable 
pride, and I quote, “In some respects 
simplicity has become a fetish.” 

It would require too much of your 
time for me to discuss each of the many 
return forms affected by the Revenue 
Act of 1950 and the Social Security 
Amendments of 1950. You are, no 
doubt, already familiar with many of 
these forms, most of which have been 
recently released. My comments, there- 
fore, will be more in the nature of some 
sidelights in respect to some of the 
more widely used forms. 


Individual Income Tax Return 
(Form 1040) 


The individual income tax return, 
Form 1040, is our most popular single 
edition. Since January 1 of this year, 
we have received 35,208,944 returns on 
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this form. These reflect incomes for the 
tax year 1949, Nine percent of these 
returns were filed during January and 
21 percent during February. Thus, be- 
fore the traditional filing month of 
March arrived, we had received about 
one-third of the returns. This is con- 
siderable progress in levelling out the 
March 15 peak load. In this connection, 
I received a letter from a certified pub- 
lic accountant a few days ago in which 
he pointed out that we should attempt 
to make the tax blanks available to ac- 
countants and others during November, 
as in his case, it would speed up the 
filing considerably, as it would enable 
him to obtain the work sheet data from 
many of his clients at an earlier date 
and thus further spread his workload 
as well as ours. It is an interesting 
thought and one which we shall con- 
sider. However, due to the late enact- 
ment of the Revenue Act of 1950, we 
feel that we have been very fortunate 
to get the blanks for the tax year 1950 
printed so that they may be released the 
latter part of December. 


But to get back to the return form 
itself. The 1950 tax year Form 1040 
carries a number of revisions over its 
1949 counterpart. One of these, as you 
have probably noted, calls for a listing 
of the sources of dividends and interest. 
The ink had hardly dried on the form 
before someone called to inquire if the 
space for “name and address of corpo- 
ration declaring the dividend” really 
meant what it said. The purpose of the 
inquiry was to ask if, in the case of 
some of the well-known nation-wide 
corporations, it was necessary to show 
all the detail as to precise number, 
street and postal zone. We answered 
by stating that we would be content 
with the name of the corporation and 
the city and state if the corporation was 
so well known that such information 
would identify the source of the divi- 
dend sufficiently to permit us to match 
the information with the related infor- 
mation returns to be filed by the corpo- 
ration reporting such dividend pay- 
ments. 


1951 


The under-reporting of dividends 
and interest through incomplete records 
or carelessness has become quite seri- 
ous. The Ways and Means Committee 
Report accompanying H. R. 8920 indi- 
cated that the under-reporting might be 
as high as one billion dollars. Taxwise, 
this is quite important under present 
rates. 

We believe that the change made on 
the 1950 Form 1040 will aid in reduc- 
ing this source of error—particularly 
since it provides us with the necessary 
mechanism to check with information 
returns. 

For the tax year 1951, it is proposed 
to lower the present $100 filing require- 
ment for information returns on divi- 
dends to zero. This is in line with the 
statement of the Senate Finance Com- 
mittee’s Report accompanying H. R. 
8920, which statement reads as follows: 

“Tt is understood by your committee that 
the Commissioner proposes to revise the 
existing regulations so as to require com- 
plete reporting.” 

This is better than the present re- 
quirement, but we do not believe that 
this is as good a solution as the 10 per- 
cent withholding device. Until the 
Congress requires withholding on divi- 
dends, this arrangement will have to 
serve. 

The proposed Treasury Decision on 
this point is now in preparation and 
will probably be published in the Fed- 
eral Register as a proposed rule within 
the near future. 

Form 1040 for 1950 departs from 
Form 1040 for 1949 and prior years in 
another important respect. In the past, 
the business schedule has been included 
on page 2 of the return. For 1950, the 
business schedule known as Schedule C 
will be printed as a separate schedule 
similar to Form 1040F provided in the 
past for income from farming. This de- 
parture was occasioned by the need to 
obtain space for itemizing dividends 
and interest and looks toward 1951 
when the business schedule will be ex- 
panded to provide for the determination 
of self-employment income and self- 
employment tax. Since most of the 
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self-employed covered by the Social 
Security Act Amendments of 1950 are 
presently reporting income from part- 
nerships or other business on l‘orm 
1040, you will appreciate the advan- 
tages from the standpoint of the tax- 
payers and the Bureau of Internal 
Revenue of including computations of 
self-employment income and tax on the 
regular income tax return, Form 1040, 
rather than providing a separate return 
for this tax. It is expected that for 
1951 the separate business schedule will 
include income from business, profes- 
sion, and partnerships (other. than 
farming) and that the computation of 
self-employment income and tax can be 
provided for by the addition of about 
7 lines and a tear-off portion which 
would be used by the Social Security 
Administration to record self-employ- 
ment income for benefit purposes. 

In the process of describing the ad- 
ditions to the return, Form 1040, I have 
anticipated that it is about time for 
someone to ask me “What about that 
fetish for simplicity 7’ 

As a matter of fact, I can still make 
a good case for simplification. despite 
the additions. I think the removal of, 
the business schedule from the body of 
the return will be welcomed by the 28 
million users of Form 1040 who have 
no business income. And I think the 
printing of this schedule on a separate 
sheet will be welcomed by the 8 million 
users, since it makes possible a more 
orderly arrangement of the items and 
provides more space for their entry. 
Most certainly our fetish for simplicity 
has been served when we use this same 
schedule for two classes of tax rather 
than requiring an entirely separate re- 
turn for the reporting and payment of 
the self-employed tax. 

| could give vou some argunient, too, 
concerning the dividend and _ interest 
schedules—but I am fearful that you 
might accusé me of some tortuous rea- 
soning. 

One more point concerning Form 
1040 and then I shall move on. Under 
the Revenue Act of 1950, the percent- 
age reductions in the individual income 
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tax made by the Revenue Acts of 1945 
and 1948 were completely eliminated 
for taxable years beginning after Sep- 
tember 30, 1950. In the past it has been 
customary to determine the tax in the 
case of a taxable year beginning before 
and ending after the effective date of a 


tax change by applying both the old ° 


rates and new rates and prorating on 
the basis of the number of days in the 
taxable year before the effective date of 
the change, and the number of days 
after such date. Since all but a rela- 
tively few individual income taxpayers 
report on a calendar year basis, the 
continuation of the usual computation 
method would have imposed a substan- 
tial computation burden upon millions 
of individual income taxpayers, thou- 
sands of tax practitioners, and the Bu- 
reau of Internal Revenue. 


Fortunately for all of us, the Revenue 
Act of 1950 avoids these problems by 
providing for the calendar year 1950 a 
special Supplement T tax table and a 
special formula for the reduction of the 
tentative tax under which the tax lia- 
bility is approximately the same as 
would result from adding three-fourths 
the tax at the 1949 rates and one-fourth 
the tax at the 1951 rates. Thus, the tax 
computation on page 3 of Form 1040 
for 1950 follows that provided on the 
return forms for 1949, the difference 
being that the percentage reductions are 
smaller than those for 1949. The two 
Supplement T tax tables provided by 
the Revenue Act of 1950—one appli- 
cable to the calendar year 1950 and one 
applicable to the taxable year beginning 
after September 30, 1950—reflect the 
increased taxes for such year and as in 
the past permit the determination of 
tax liability by reference to adjusted 
gross income class and number of ex- 
emptions. Here is one instance where 
we can see some simplification in sight. 
For 1951 the last remaining vestige of 
the percentage reduction lines on page 
3 will entirely vanish. Perhaps some 
will think that the elimination of the 
reduction lines is a rather high price to 
pay for simplification. 
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Significant Changes in Tax Reporting Forms 


Small Individual Income Tax 
Return (Form 1040A) 


The next most popular edition is the 
small individual income tax return, 
Form 1040A. Since January 1 of this 
year we have received 16,684,900 re- 
turns on Form 1040A. If we add the 
number of individual income tax re- 
turns on Forms 1040A and 1040, we 
get a total of 51,893,844 individual in- 
come tax returns for the tax year 1949, 
To digress for a moment—we have 
been criticized for printing too many 
tax blanks. The total number printed 
for 1949 was 266,247,000, or about 4 
for every 1 filed. At first blush, this 
does seem too high, However, our find- 
ings are that practically all the excess 
is consumed in the following ways, (a) 
copies inadvertently made unusable by 
taxpayers and/or their accountants 
through errors in the initial prepara- 
tion of the return, (b) copies retained 
by taxpayers and/or their accountants, 
(c) copies used for valuable and help- 
ful training purposes by schools and 
colleges, (d) excessive requisitions by 
some accountants and employers, and 
(e) some necessary wastage resulting 
from the need to have forms readily 
available at several thousand distribu- 
tion points. Moreover, we believe that 
having tax blanks readily available at 
many points is the cheapest form of 
advertising and we do not want, nor 
can we afford, to ever have it said by 
anyone that he didn’t pay his tax be- 
cause he could not get a return form. 
Nevertheless, it is incumbent upon all 
of us—and I shall start with the ac- 
countants merely because your presence 
makes it convenient—to urge that eco- 
nomical use be made of the supply of 
tax forms. May I suggest that utmost 
care be exercised in making your re- 
quisitions upon the Collectors. 


The major and practically the sole 
revision of Form 1040A concerns the 
dates on the forms. Inquiry was made 
of us recently as to why we did not 
require the users of Form 1040A to 
itemize dividends and interest, particu- 
larly in view of the possibility of lack 


of adequate records by users of this 
form. There are two reasons for our 
decision, one being that Form 1040A 
may not be properly used by individuals 
having dividend and interest income in 
excess of $100; and, second, the num- 
ber who use Form 1040A who actually 
receive dividends and interest is rela- 
tively small in comparison to those fil- 
ing Form 1040. Incidentally you will 
note that neither the fiduciary return, 
Form 1041, nor the partnership return, 
Form 1065, calls for an itemization of 
dividend and interest income. 


Corporation Income Tax Return 

(Form 1120) 

I come now to the corporation in- 
come tax return, Form 1120. While 
the number of such returns is relatively 
small as compared with those I have 
just discussed, this return form ac- 
counts for more revenue than any other 
single form. The number of corporation 
income tax returns filed on Form 1120 
since January 1 of this year was 
619,270 of which 342,588 were taxable 
and 276,682 nontaxable. 

The major changes in the corpora- 
tion income tax return for 1950 are 
those designed to reflect the new rate 
structure and increased rates provided 
by the Revenue Act of 1950, which are 
fully effective with respect to taxabl- 
years beginning after June 30, 1950, In 
order to avoid computations employing 
both the 1949 and 1951 rates and pro- 
ration on the basis of the number of 
days before and after July 1, 1950, a 
special rate schedule is provided for 
such corporations. Under the rate and 
credit structure, the high marginal or 
“notch” rate which has in the past been 
applicable in the case of incomes falling 
between $25,000 and $50,000, has been 
eliminated and a major simplification 
has been achieved with respect to the 
tax computation. In the typical case of 
a corporation with a net income of un- 
der $25,000, the normal tax and surtax 
will be derived by applying the com- 
bined 23 percent rate to the surtax net 
income. In the typical case of a corpo- 
ration with an income over $25,000, the 
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combined normal tax and surtax will be 
obtained by applying the 42 percent 
rate to the surtax net income and sub- 
tracting $4,750. These computations 
can be contrasted with the separate 
computations of normal tax and surtax 
involving graduated rates which were 
required on the 1949 form. The net ef- 
fect is to permit a tax computation with 
fewer lines. 

The second item on the corporation 
return concerns the instructions de- 
scribing the switch from the present 2- 
year carry-back and 2-year carry-for- 
ward to a l-year carry-back and a 
5-year carry-forward. The third item 
involves the change in payment dates. 
Instead of the present equal quarterly 
payments the taxes shown due on the 
1950 calendar blank must be paid in 
amounts equal to at least 30 percent on 
March 15, 30 percent on June 15, 20 
percent on September 15 and 20 per- 
cent on December 15. As you know, 
under the Revenue Act of 1950 those 
payments will be stepped up gradually 
each year so that in 5 years one-half 
will be payable on March 15 and the 
other half on June 15. 


Fiduciary Income Tax Return 

(Form i041) 

It may be pertinent to remind you 
at this point regarding the Form 1041 
required to be filed by trusts that be- 
ginning with the 1950 calendar year 
returns the full amount of the liability 
must be paid by April 15, instead of 
by quarterly payments as heretofore. 
Also the date for filing such returns 
has been extended to April 15. In the 
case of Form 1041 filed for a decedent’s 
estate, the tax may be paid in quarterly 
installments, the first on April 15, the 
remaining on July 15, October 15 and 
January 15. 


Other Tax Form Revisions 
Taking a quick look at some of the 
other forms before indicating the nature 
of those that have come into being this 
year for the first time, I want to remind 
you— 
(1) The depositary receipt, Form 
450, with which you have been 
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paying the withholding tax and 
Federal Insurance Contributions 
Act taxes, will not require segre- 
gation of these two taxes after 
January 1, 1951. 

(2) The withholding receipt, Form 
W-2, for 1951 has been revised 
to require the entry of the Fed- 
eral Insurance Contributions 
Act taxes withheld as well as 
the income taxes withheld. 

(3) The declaration, Form 1040ES, 
for 1950 has been revised to re- 
flect the new 1950 rates and 
should be used by those desiring 
to make an amended payment 
on or before January 15, 1951. 

(4) The employer’s quarterly tax 
return, Form 941, has been re- 
vised to permit the inclusion of 
household employees by employ- 
ers who wish to report them on 
this return rather than the new 
household employee’s Form 942. 


New Tax Forms 

Finally, I shall indicate briefly the 
new tax blanks that have come upon 
the horizon for the first time as a result 
of the Revenue Act of 1950 and the 
Social Security Amendments of 1950. 
Certain of these forms are not yet avail- 
able for release. 

Form 942, Employer’s Quarterly 
Tax Return for Household Employees. 
—This form is designed for the use of 
employers with no business employees 
to be reported on Form 941, and by 
employers with business employees who 
prefer to report household employees 
separately. 

Form 1041A for 1950, Information 
Return on Trust Accumulations.—This 
return will be filed by trusts claiming a 
deduction for charitable contributions 
under section 162(a) of the Internal 
Revenue Code, and is designed to secure 
the information which under section 
153(b) of the Revenue Act of 1950 is 
to be made available to the public. 

Form 990A for 1950, Return of Or- 
ganization Exempt from Tax Under 
Section 101(6) of the Internal Revenue 
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Code.—This form is designed to fur- 
nish the Bureau essentially the same 
information that has been provided in 
the past on Form 990 and is arranged 
so that the information to be made 
available to the public under section 
153(a) of the Revenue Act of 1950 
may be prepared by the organization 
by carbon process. 

Form 990T for 1951, Return of 
Business Income and Tax of Certain 
Section 101 Organizations.—This form 
will reflect the effect of section 301 of 
the Revenue Act of 1950 which imposes 
a tax upon the business income of cer- 
tain section 101 organizations. 

In anticipation of the eventual enact- 
ment of an excess profits tax, the work 
of form drafting is well underway. The 
work done to date follows the provi- 
sions of H.R. 9827 which was intro- 
duced on December 1, 1950. If this bill 
is enacted, the excess profits tax return 
form will in effect be an excess profits 
tax computation schedule of the corpo- 
ration income tax return, Form 1120. 
This is most desirable from an admin- 
istrative standpoint. In commenting 
on this feature last Monday before the 
Senate Finance Committee, the Secre- 
tary had this to say: 

“Technical difficulties experienced in the 
administration of the prior excess profits 
tax law will be largely avoided through 
the integration of the income and excess 
profits taxes as provided in the bill. By 
imposing both taxes under Chapter 1 of 
the Internal Revenue Code, and by assess- 
ing and collecting them as one tax, interest 
computations and the statutes of limitations 
would apply uniformly. For convenience 
in computing the taxes, the income tax 
would apply to the entire amount of net 
income. An additional surtax of 30 percent- 
age points would apply to the adjusted 


excess profits net income which, together 
with the 45 percent normal tax and surtax, 
would make a total rate of 75 percent on 
excess profits.” 


The task of tax form development is 
an exceedingly difficult and complex 
one. Due to the time factor, many of 
the forms have had to be developed di- 
rectly from the law itself without the 
benefit of carefully worked out regula- 
tions. Questions of interpretation have 
often had to be resolved by our Forms 
Committee in a period of a very short 
time in order to get the copy to the 
printer. 

I accepted your invitation to come 
here tonight partly because of the per- 
sonal pleasure of meeting with you, but 
I also had in mind that I might ask you 
as accountants who work almost daily 
with various tax returns if you would 
not make it part of your task to note 
areas in which changes in the forms 
may be more useful to the taxpayer in 
complying with the statutes and from 
time to time give us the benefit of your 
thinking in this field. By so doing, you 
will be performing a valuable public 
service. 

It has been a real pleasure being with 
you tonight. We have many objectives 
in common. The accountant who serves 
his client well is respens‘ble for the fil- 
ing of a return that is accurate and 
clear in all detail. This serves the Bu- 
reau of Internal Revenue in its sincere 
desire to collect from the taxpayer every 
cent to which the Government is en- 
titled, but not one cent more. Your ef- 
forts in the past in this respect are 
deeply appreciated, and we look for- 
ward to a continuance of this character 
of service with full confidence. 


Ger 
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Prize Packages and Taxes 
By Mrirtam I. R. Eorts, C.P.A. 


A’ the present sitting, the decision 
of whether the avails of prize win- 
nings in contests constitute taxable in- 
come or not is merely a matter of what 
forum one seeks. If the Treasury De- 
partment is questioned, the answer is 
“taxable.” If one goes to the courts, 
the answer is “probably not taxable.” 
So far, the Treasury Department has 
not been eager to go to the Supreme 
Court for an answer; and no taxpayer 
has had to. Therefore, equivocation 
and confusion! 

As far back as 1923 the Treasury 
Department has been issuing rulings 
holding contest winnings taxable. In 
I.T. 1651, it was ruled that where a 
newspaper contestant won a sum of 
money, the winnings were income paid 
to her for her compliance with condi- 
tions set by the newspaper. Services 
were thus spelled out. 

Shortly thereafter, in I.T. 1667, an- 
other ruling was handed down holding 
winnings taxable under the following 
set of facts: Taxpayer was a patron in 


Miriam J. R. Eotts, C.P.A., is 
also a member of the New York Bar. 
She earned the degrees of B.A. at 
Hunter College, the M.A. at Colum- 
bia University, and the LL.B. at the 
Law School of St. John’s University 

Mrs. Eolis is a member of our 
Society and is presently serving as 
Vice Chairman of the Committee on 
Federal Taxation. She is also a 
member of the Tax Committee of the 
New York Women’s Bar Associa- 
tion. 

Mrs. Eolis, who is a partner of a 
New York firm, is engaged in pub- 
lic practice as accountant and tax 
consultant. She has been a lecturer 
at several of the annual Institutes on 
Federal Taxation at New York Uni- 
versity. 
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a restaurant, which was offering an 
automobile as part of an advertising 
scheme. Every patron was given a 
ticket, with each meal purchased, bear- 
ing a number. At the end of six months 
the holder of the number chosen by lot 
won an automobile. Taxpayer was the 
beneficiary of the award. The Commis- 
sioner informed him that as the posses- 
sor of the new car he owed taxes to the 
extent of the fair market value of the 
car. 

In 1945, the case of Malcolm Mc- 
Dermott v. Commissioner, 150 Fed 2nd 
585, was decided in the Circuit Court 
on the issue of prize winnings. This 
was a case where the American Bar 
Association offered the Ross Essay 
Prize of $3,000 to any lawyer who 
wrote the best paper on a particular 
subject as named. The taxpayer re- 
ceived the award, and the Commis- 
sioner held that the amount received 
was taxable income. The Circuit Court 
reversed the holding of the Commis- 
sioner and the Tax Court, and held that 
the prize was in the nature of a gift, 
and was, therefore, not subject to in- 
come tax. It was pointed out that the 
prize was not given as compensation 
for services rendered but was offered 
and paid to stimulate scholarship. 
There was no element of services or 
benefit to the American Bar Associa- 
tion, and the payment was incidental to 
the honor of the prize. 

Shortly after the McDermott case, 
the case of Pauline C. Washburn, 
5 T.C. 1333, once again held with tax- 
payer on the problem of winnings. In 
this case taxpayer received a telephone 
call one evening from the Pot O’Gold 
radio program informing her that she 
had won $900 because her telephone 
number had been picked out of thou- 
sands of others by chance. She received, 
shortly thereafter a draft for $900 with 
accompanying notation that it was an 
“outright cash gift.” The Tax Court 
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Prize Packages and Taxes 


held that the moneys received consti- 
tuted a gift and were not subject to in- 
come tax. There was no element here 
of services rendered or of capital em- 
ployed. 

In 1949, the Bureau issued a ruling* 
concerning the Ross Essay Prize in 
which it declined to acquiesce in the 
McDermott decision, and held that it 
did not agree with the conclusion 
reached in that case. Thus it declared 
that winners of the Ross Essay Prize 
for the year 1949 and all years there- 
after would be held taxable on any 
moneys received in connection with the 
prize. 

Finally, in 1950, the Bureau issued 
the ruling 1.T. 3987, to the effect that 
the fair market value of a prize received 
by anyone participating in a contest 
will be includible in income for tax 
purposes. In the case resulting in this 
ruling, the taxpayer correctly answered 
a question on a radio program, and 
received various prizes consisting of 
merchandise. 

Now the problem remains as to what 
a taxpayer’s status is in these situations. 
Certainly we can conclude that any tax- 
payer who is not prepared to go to the 
courts had better dig into his pockets 
to pay income taxes on prize winnings, 
regardless of whether he may have to 
hack out a piece of a car, a house or a 
refrigerator he has won to make such 
payment. Where cash is received, it is 
simple to reduce the amount of the 
prize and pay taxes. However, where 
the questionable beneficiary may have 
won a house standing in the middle of 
Times Square, and which he has the 
obligation of immediately removing to 
some land he does not own, the problem 


of paying income tax on the receipt of 
the house, which he cannot afford to 
maintain, and which he is unable to sell, 
in addition to paying a tax out of a 
purse he does not have, may create 
some utterly ludicrous and_ pathetic 
problems. The Bureau simply and un- 
equivocally solves the problem by say- 
ing that the recipient owes an income 
tax on the fair market value of the 
property received at the date of receipt. 


The courts, on the other hand, have 
not been challenged sufficiently often 
to set any firm pattern of opinion. Cer- 
tainly the two cases cited would indi- 
cate that taxpayers may expect much 
more favorable treatment in court than 
in the Bureau. However, it should 
be pointed out that the Pot O’Gold case 
has an extremely favorable set of facts 
for taxpaper. Frequently the element 
of complete lack of service and effort 
present here are not quite so clear. In 
the McDermott case, on the other hand, 
it should be borne in mind that the Tax 
Court considered the prize money tax- 
able, and it took an appeal to the Cir- 
cuit Court to get a favorable result for 
the taxpayer. Secondly, the American 
Bar Association with all its tax talent 
was behind the case. Third, there was 
a dissenting opinion in the Circuit 
Court; and fourth, the Commissioner 
refused to go along with the decision 
in identical future cases. On the whole, 
there is, therefore, little optimism to be 
found in the decision despite its strong 
conclusion in taxpayer’s favor. 

Where the courts may go from here 
we can only guess. Where the Bureau 
is headed we know. The moral of the 
story is, “Look a gift horse in the 
mouth, and make sure he has gold 
teeth.” 


jo 
MARCHo DIMES 
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New Treasury Policy on Free Food and 


Lodgings Furnished to Employees 


By SAMUEL JoycE SHERMAN, C.P.A. 


N many employments, free food or 

lodgings, or both, are furnished to 
the employee in addition to the cash re- 
muneration that he receives. Servants, 
hotel workers, hospital employees, 
apartment house janitors, hotel man- 
agers, and public officials are among 
those who may be mentioned in this 
category. 


SAMUEL JoycE SHERMAN, C.P.A. 
and Attorney, has been a member of 
our Society since 1928. Currently a 
member of the Society's Committee 
on Amendments to the By-laws, he 
has also served on the Committee on 
Federal Taxation and the Commit- 
tee on Professional Conduct. 

Mr. Sherman was graduated from 
Columbia College in 1921 with the 
B.A. degree, later receiving the M.A. 
degree from the same institution. 
He studied law at Brooklyn Law 
School, graduating in 1924 with the 
LL.B. degree, and was admitted to 
the New York Bar the following 
year. He is a member of Phi Beta 
Kappa and Phi Delta Kappa, honor- 
ary fraternity in the field of educa- 
tion. 

Mr. Sherman was formerly in- 
structor in Federal Income Taxation 
at The City College (N. Y.) School 
of Business and Civic Administra- 
tion and lecturer at the New York 
University Institute on Federal 
Taxation. Author of numerous arti- 
cles on various tax subjects, he has 
been a frequent contributor to this 
magazine. He is associated with a 
prominent New York firm of certi- 


fied public accountants. 


For many years, these employees 
escaped taxation on the free meals and 
living quarters that they received from 
their employers on the theory that they 
were fed and lodged primarily for the 
need or convenience of the employer. 


In Mimeograph 6472! issued Febru- 
ary 15, 1950, the Treasury Department 
indicated that it is going to curtail dras- 
tically the tax exemption heretofore al- 
lowed to employees receiving free 
meals and living quarters in connection 
with their jobs. This result is to be 
accomplished by narrowly confining 
the ‘“employer’s convenience” rule to 
those situations where it is clearly ap- 
parent from all the surrounding cir- 
cumstances that the living quarters and 
meals were not furnished to the em- 
ployee as compensation for services 
rendered. In other words, the “em- 
ployer’s convenience” rule is to be ap- 
plied hereafter only in those cases 
where “the compensatory character of 
such benefits is not otherwise deter- 
minable.” 


Treasury Regulations and Rulings 


The most striking thing about the 
“employer’s convenience” doctrine is 
that there does not appear to be any 
statutory basis or warrant for it. It 
was conceived and fostered by the 
Treasury Department and extended by 
@ series of rulings to various types of 
employment. 


The Treasury Regulations issued un- 
der the Revenue Act of 1918 provided: 


“When living quarters such as camps are 
furnished to employees for the convenience 
of the employer, the ratable value need 
not be added to the cash compensation of 
the employees... 


1 1950 C.C.H. Federal Tax Service, par. 6066. 


2 Reg. 45, Art. 33. 
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Treasury Policy on Employees’ Free Food and Lodgings 


In 1919, the Treasury ruled that 
seamen need not report the value of the 
board and lodging furnished to them as 
taxable income. In 1921, the same rule 
was applied to employees in the fishing 
and canning industries* and to hospital 
employees.° In 1926, the rule was also 
applied to servants who.are “required 
to remain on duty and subject to call 
the entire time and are required by 
their employers to accept board and 
room provided for them.” 6 

Ina series of rulings, the “employer’s 
convenience” doctrine was likewise ex- 
tended to the quarters and subsistence 
furnished to members of the Armed 
Forces as well as certain groups of 
civilian employees in the Government 
service.’ On the other hand, the value 
of living quarters and subsistence fur- 
nished to employees of the Veterans’ 
Administration homes and _ hospitals 
has been ruled to be taxable as part of 
the employees’ compensation.’ This 
ruling was subsequently extended to all 
civilian employees of the Government 
not covered by other rulings.? 

By 1940 the “employer’s conveni- 
ence” rule was so generally established 
that it was incorporated into the Treas- 
ury Regulations.!° For the next decade 
the Treasury Regulations, as amended, 
provided as follows: 

“If a person receives as compensation for 
services rendered a salary and in addition 
thereto living quarters or meals, the value 
to such person of the quarters and meals 
so furnished constitutes income subject to 


tax. If, however, living quarters or meals 
are furnished to employees for the conven- 


3 O.D. 265, 1 C.B. 71 (1919). 
4 O.D. 814, 4 C.B. 84 (1921). 
5 O.D. 915, 4 C.B. 85 (1921). 
6 I.T. 2253, V-1 C.B. 32 (1926). 


ience of the employer, the value thereof 
need not be computed and added to the 
compensation otherwise received by the 
employees.”1!1 


It is to be noted that the first sentence 
of the above-quoted regulation states 
the general rule of taxation with respect 
to compensation paid in property or 
kind, as applied to living quarters or 
meals furnished to an employee as part 
of his compensation. The second sen- 
tence sets up the exception to the gen- 
eral rule based upon the “employer’s 
convenience” doctrine. 

In Mimeograph 50231? the “employ- 
er’s convenience” test was construed to 
be satisfied 

“Tf living quarters or meals are furnished 
to an employee who is required to accept 
such quarters and meals in order to per- 
form properly his duties. For example, if 
an employee is subject to immediate service 
at any time during the 24 hours of the day 
and, therefore, cannot obtain quarters or 
meals elsewhere without material interfer- 
ence with his duties and on that account is 
required by the employer to accept quarters 
or meals furnished by the employer, the 
value thereof need not be included in the 
gross income of the employee.” 


Court Decisions 


The judicial development of the 
“employer’s convenience” doctrine is 
summarized in the analysis of the lead- 
ing court decisions that follows: 


Jones Case 

The “employer’s convenience” doc- 
trine obtained the first stamp of judicial 
approval in the case of Clifford Jones 


7 1.T. 2232, IV-2 C.B. 144 (1925), members of the Coast Guard, Coast and Geodetic 


Survey, and Public Health Service; G.C.M. 12300, X11-2 C.B. 30 (1933), officers and em- 
ployees of the State Department in foreign service; G.C.M. 14710, XIV-1 C.B. 44 (1935), 
officers in the foreign service of the Bureau of Foreign and Domestic Commerce; G.C.M. 
14836, XIV-1 C.B. 45 (1935), Treasury attaches in the foreign service; I.T. 3420, 1940-2 C.B. 
40, nurses in the military service. 

8 LT. 2692, X11-1 C.B. 28 (1933). 

9 Mim. 4717 (Jan. 12, 1938). 

10 T.D. 4965, 1940-1 C.B. 13. 

11 See Sec. 29.22(a)-3 of the current Regulations 111. 

12 1940-1 C.B. 14; see also Mimeograph 5657, 1944 C.B. 550. 
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v. United States,}> decided by the Court 
of Claims in 1925. The Court held that 
an Army officer was not required to 
include in his taxable income the rental 
value of quarters furnished to him or 
the cash allowance in lieu of quarters 
(known as “commutation of quarters” ) 
paid to him. The Court relied heavily 
on the old English case of Tennant v. 
Smith'* decided in 1892, and stressed 
the fact that the living quarters were 
furnished to the Army officer, not for 
his benefit, but for the Government’s, 
and that the cash allowance in lieu of 
the quarters was in the nature of a 
reimbursement, and not income. The 
Jones case has been cited in almost all 
of the later cases that followed it. 


Kitchen Case’ 


In the first case to reach the U. S. 
Board of Tax Appeals, the application 
of the “employer’s convenience” rule 
was decided against the taxpayer. The 
taxpayer, general manager of a hotel, 
and his wife were furnished with free 
rooms and meals “in order that he 
might be on hand at any time for con- 
ference with employees and patrons.” 

Holding that the reasonable value of 
the rooms and meals constituted taxable 
income to the taxpayer, the Board de- 
clared that it was not convinced by the 
evidence that the accommodations were 
furnished to the taxpayer “solely for 
the convenience of his employer.” 
It observed that the hotel had an assist- 
ant manager, who presumably relieved 
the manager of the burden of continu- 
ous duty. It pointed to the absence of 
any statutory provision justifying the 
exclusion from income of the reason- 
able value of the meals and lodgings 
furnished in addition to the cash com- 
pensation. 

The test suggested in the Kitchen 
case as a basis for exemption from tax 


$3560 552,-1 USTC 925). 


namely, that the food and lodgings 
must be furnished “solely” for the con- 
venience of the employer—was repudi- 
ated and overruled by the Tax Court in 
the Ellis case!® decided in 1946. 


Benaglia Case’” 


This case decided by the U. S. Board 
of Tax Appeals in 1937 is important 
because it clearly delineates the con- 
flicting viewpoints on the taxability of 
free board and lodgings furnished to 
employees. While the majority of the 
Board placed its stamp of approval on 
the ‘“‘employer’s convenience” theory, 
four Board members dissented and 
espoused the “employees’ benefit” 
theory. The vigorous dissenting opin- 
ion of Judge Arnold in all probability 
reflects the Treasury’s viewpoint today. 

The majority of the Board held in 
the Benaglia case that the value of food 
and lodging furnished to a hotel man- 
ager was not taxable to him, because 
the accommodations were f:rnished to 
him for the convenience of the employer 
in order that he might properly dis- 
charge his managerial duties which re- 
quired his presence in the hotel 24 
hours a day. The majority opinion cited 
the Jones case and the English case of 
Tennant v. Smith, and observed that 
“the Bureau of Internal Revenue has 
almost consistently applied the same 
doctrine in its published rulings.” 

The dissenting opinion voiced sharp 
disagreement with the majority opinion 
both on the facts as well as the law. 
Factually, the dissenting Board Mem- 
bers disagreed. that the rooms and 
meals were furnished to the manager 
and his wife “entirely for the conven- 
ience of the employer and that the cash 
salary was fixed without reference 
thereto and was never regarded as part 
of his compensation.” On the law, the 
minority argued that the hotel manager 


14 H.L. (1892) Appeal Cases 150, III British Tax Cases 158. 

15 Ralph Kitchen v. Com’r., 11 B.T.A. 855 (1928). 

16 Olin O. Ellis v. Com’r., 6 T.C. 138 (1946). 

17 Arthur Benaglia v. Com’r., 36 B.T.A. 838 (1937), petition for review dismissed 97 


(G:C. 9; 1938). 
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Treasury Policy on Employees’ Free Food and Lodgings 


was benefited and enriched by the re- 
ceipt of the room and food accommoda- 
tions and to the extent of their reason- 
able value he should be taxed thereon. 

The Benaglia precedent was followed 
in two cases that arose the following 
year involving plantation managers.!® 
It was subsequently followed in several 
other cases involving hotel managers!” 
and its rationale was also applied to 
cases involving sanatorium employees”? 
and apartment house janitors.?! 


Martin Case? 

The Martin case is specifically men- 
tioned in Mimeograph 6472 as one that 
reflects the new interpretation by the 
Treasury Department of the scope and 
application of the “employer’s conven- 
ience”’ rule. 

In the Martin case, the U. S. Board 
of Tax Appeals developed an exception 
to the “employer’s convenience” rule. 
The taxpayer was employed by the 
United States Army Engineers as a 
radio operator, living and working on 
a dredging vessel operating at sea, 
whose duties required him to be on the 
job 24 hours a day. His base pay was 
$2,100 a year, from which there was 
deducted $40 a month for lodging and 
subsistence except when he was absent 
from the ship on annual leave. If ever 
a case was a perfect set-up for the ap- 
plication of the “employer’s conven- 
ience” doctrine, it was this case, for 
how else could a radio operator prop- 
erly perform his duties on board ship 
miles out at sea, unless he was furnished 
with board and lodging on the ship. 
Nevertheless, the Board held that the 
taxpayer could not deduct or exclude 
from his gross income the amount de- 
ducted from his salary by the Army, 
his employer, for room and board fur- 
nished to him, rejecting his contention 


that he came within the “employer’s 
convenience” rule. 

The Board distinguished the Jones 
and Benaglia decisions on the ground 
that in those cases the food and lodging 
were given as an allowance or gratuity 
in addition to the smaller cash salary, 
whereas, in the Martin case, the value 
of the food and lodging was deducted 
from the larger salary, thus indicating 
that the food and lodging were consid- 
ered to be a part of the total compensa- 
tion paid. 


The purported distinction appears to 
be rather artificial and unrealistic when 
it is borne in mind that in terms of eco- 
nomic benefits to. the employee it does 
not make a particle of difference 
whether the allowance for food and 
lodging is handled as an addition to a 
lower salary or as a deduction from a 
larger salary. At most, it is simply a 
matter of bookkeeping distinction, as 
the arrangement does not affect the 
nature of the duties to be performed by 
the employee, nor the requirement that 
he be available for duty at any time. 
Furthermore, it seems unfair to penal- 
ize an employee who, as in the Martin 
case, had no choice but was forced to 
accept the arrangement dictated by his 
Governmental employer with regard to 
the handling of the food and lodging 
accommodations. 


It is to be noted that in Mimeograph 
6472 the Treasury Department con- 
curs in the Martin decision, without 
accepting the distinction drawn by the 
Board between living quarters and 
meals furnished “in addition to the 
cash salary” and the value thereof “de- 
ducted from the total salary”. Accord- 
ing to the Mimeograph, the value of 
the living quarters and meals furnished 
to the employee would be taxable to 


18 Greene v. Kanne, 38-1 USTC par. 9206 (D.C., Hawaii, 1938) ; Renton v. Kanne, 38-1 


USTC par. 9207 (D.C., Hawaii, 1938). 


19 George Lamage v. Com’r., B.T.A. Memo Opinion (March 8, 1940) ; Bruce E. Ander- 


son v. Com’r., 1 TCM 227 (1942). 


20 R. Shad Bennett v. Com’r., 1 TCM 31 (1942), aff'd. without discussion of this point 


139 F.(2d) 961 (CCA-8, 1944). 


21 Lloyd N. Farnham v. Com’r.,6 TCM 1049 (1947). 
22 Herman Martin v. Com’r., 44 B.T.A. 185 (1941). 
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him as additional compensation under 
either arrangement. 


Ellis Case?’ 

In this case, the Tax Court aban- 
doned the rule enunciated in the 
Kitchen case that the board and lodg- 
ing must be furnished “solely” for the 
convenience of the employer before any 
amount could be excluded from the em- 
ployee’s gross income. 

The taxpayer, in the Ellis case, was 
not only manager of a large apartment 
building operated by his corporate em- 
ployer, but also a stockholder, director, 
and officer of the corporation. He was 
furnished rent-free an apartment in the 
building which had a fair rental value 
of $1,800 a year. His predecessor, who 
served in the same position as manager, 
had received a rent-free apartment with 
a rental value of $1,000 a year. 


The Tax Court found that the apart- 
ment was furnished to the taxpayer 
partly for the convenience of the cm- 
ployer in connection with his duties as 
manager and partly as compensation. 
It held that $1,000 was excludible from 
the taxpayer’s gross income as repre- 
senting the rental value of the apart- 
ment attributable to the employer’s 
convenience. This amount was deter- 
mined by reference to the rental value 
of the apartment furnished to the tax- 
payer’s predecessor. 


Carmichael Case** 

This case, the latest judicial pro- 
nouncement on the subject, involved 
the tax status of apartments occupied 
rent-free by five employees of a large 
Government housing project. Drawing 
on the principles laid down in the 
Benaglia and Martin cases, the Tax 
Court used a double test to determine 
whether the rental value of the apart- 


ments was taxable to the employees— 
first, whether occupancy of the apart- 
ment was essential to the performance 
of sae employee’s duties, and, second- 
ly, whether the rental value of the 
apartment was deducted from the em- 
ployee’s salary. 

In the case of two of the employees 
(the executive housekeeper and_ hall 
manager ), where living on the premises 
was clearly a necessary part of the job 
and the apartment was furnished in 
addition to the cash salary, the Tax 
Court held that the value of the apart- 
ment was excludible from the employ- 
ee’s taxable income. 


In the case of the other three em- 
ployeees (the assistant manager, assist- 
ant auditor, and head janitor), the Tax 
Court held that the rental value of the 
respective apartments occupied by them 
constituted taxable income to each of 
them, since the evidence failed to show 
that their presence on the premises was 
required for 24 hours each day and, 
furthermore, it appeared that the rental 
value of the apartments occupied by 
them was deducted from their respec- 
tive salaries. 

There is a group of cases involving 
the furnishing of free housing facilities 
to stockholders and officers of family 
corporations or to members of their im- 
mediate families. Although the “em- 
ployer’s convenience” doctrine has been 
discussed in some of these cases, the 
factor of stock ownership or control, 
per se, is plainly irrelevant to the main 
subject of this paper. In passing, how- 
ever, it may be noted that the Govern- 
ment has been generally successful in 
this line of cases in having the rental 
value of the corporate property oc- 
cupied by the controlling stockholder 
taxed to him as income.?5 


23 Olin O. Ellis v. Com’r., 6 T.C. 138 (1946). 

24 Hazel W. Carmichael et al. v. Com’r., 7 TCM 278 (1948). 

25 Charles A. Frueauff, 30 B.T.A. 449 (1934); Reynard Corp., 30 B.T.A. 451 (1934) ; 
Chandler v. Com’r., 119 F.(2d) 623 (C.C.A. 3, 1941); E. M. Godson, 5 TCM 648 (1946) ; 
Henry T. Roberts, 7 TCM 599 (1948); Paulina du Pont Dean, 9 T.C. 256 (1947) ; Contra: 


Bertha Gritmon, 4 TCM 552 (1945). 
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Inadequacy of the “Employer’s 
Convenience” Doctrine 


As a rationalization for exempting 
from income tax the value of the board 
and lodging furnished to employees, the 
“employer’s convenience” doctrine is 
deficient for three main reasons: 

In the first place, there is no statu- 
tory authority for excluding from gross 
income the value of the food and living 
quarters received by an employee in 
addition to his cash compensation. It 
is difficult to imagine a more inclusive 
definition of “gross income” than that 
written into our income tax law from 
1913 to date. Section 22(a) of the In- 
ternal Revenue Code provides: 

“Gross income’ includes gains, profits 
and income from salaries, wages, or com- 
pensation for personal service .. . of what- 
ever kind and in whatever form paid... 
also . . . gains or profits and income de- 
rived from any source whatever.” 


The definition is clearly broad enough 
to include “compensation in kind” such 
as food and lodging furnished to an em- 
ployee. No exception is contained in 
the statute that these benefits should 
go untaxed to the employee if they were 
provided “for the convenience of the 
employer.” 

In the second place, the arrangement 
as to living quarters and meals is usu- 
ally a matter of “mutual convenience” 
to employer and employee, rather than 
“solely for the convenience of the em- 
ployer.” 

Finally, and of paramount impor- 
tance, is the fact that there has been 
much too much emphasis on the ar- 
rangement being “for the convenience 
of the employer”, with amazingly little 
attention being paid to the fact that the 
employee has been deriving material 
economic benefits from the arrange- 
ment. If the living quarters and meals 
were not furnished by the employer, the 
employee would have to provide these 
necessities at his own expense. To the 
extent that he has been relieved of this 


expense, the employee has been bene- 
fited and enriched. There can be very 
little doubt that the employee regards 
the food and lodging furnished to him 
by his employer as “compensation in 
kind.” If the employer were suddenly 
to discontinue furnishing meals and/or 
living quarters to the servant in his 
household, or to the apartment house 
janitor, or to the hotel manager, is 
there any doubt that the employees in 
question would immediately demand 
increased compensation to make up for 
these lost perquisites? 

The paradoxical situation exists that 
there is one Federal rule for income 
tax purposes, and another utterly in- 
consistent ederal rule for social secu- 
rity tax purposes. Thus, meals and 
living quarters furnished to building 
superintendents, janitors, restaurant 
workers and employees on vessels con- 
stitute “wages” for purposes of old-age 
benefits taxes and unemployment taxes, 
but they are not considered “compensa- 
tion” subject to income tax if furnished 
to the employee for the convenience of 
the employer.?° 

There is also conflict between the 
Federai and State rules in many juris- 
dictions. Thus, in New York, the rule 
is as follows: 

“Where board, lodging, maintenance, or 
living quarters are furnished to employees 
as a part, either expressed or implied, of the 
contract of employment, and such emolu- 
ments have a cash value in serving to re- 
duce the personal living expenses of the 
employee, the money equivalent or cash 
value which represents the gain or the 
reduction in the personal living expenses 
of the employee should be added to his 
cash compensation.”27 


The conclusion is inescapable that 
the “employer’s convenience” doctrine 
is inequitable in that it permits employ- 
ees to escape taxation on the value of 
the economic benefits derived from the 
board and lodging furnished by em- 
ployers as an incident of the employ- 
ment contract or relationship. 


26 Mimeograph 5657, 1944 C.B. 550; Pacific American Fisheries, Inc. v. U. S., 138 F.(2d) 


464 (C.C.A. 9, 1943). 


27 Personal Income Tax Regulations (N. Y.), Art. 25. 
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Administratively, the “employer’s 
convenience” rule has one important 
advantage. It completely avoids the 
problem of valuation, since the value of 
the meals and living quarters is ex- 
cluded from the employee’s gross in- 
come. The problem has its complica- 
tions if the value of these accommoda- 
tions has to be determined for inclusion 
in the employee’s taxable income. 


The traditional yardstick of valuation 
—fair market value—may not prove to 
be a fair measuring rod in many cases 
because the employee has no choice and 
is forced to accept the particular ac- 
commodations provided by his employ- 
er. Take, for example, the janitor of a 
deluxe apartment house who may be 
furnished with an apartment that has a 
rental value way above his financial 
means and standard of living. As an- 
other example, take the seaman who is 
provided with subsistence and lodging 
on board ship, but still has to maintain 
a home for his family. From a stand- 
point of equity, it would seem that the 
value placed on the food and lodgings 
furnished to employees should take into 
consideration their economic status and 
station of life and should not exceed 
the amount that the employees would 
pay for food and lodging if they had to 
provide such accommodations them- 
selves according to their economic 
means, custom and station of life. 


The foregoing examples point up 
some of the difficulties of the problem 
of valuation but they are not insuper- 
able. For purposes of unemployment 
insurance and disability benefits, the 
various State Commissions have set up 
schedules of values to be used in com- 
puting the reasonable value of board 
and lodging furnished to employees.?8 
Furthermore, the Treasury Department 
has had to determine the value of these 
facilities furnished to employees in all 
cases where they were considered to be 
compensatory in character and not for 
the convenience of the employer. 


Significance of Mimeograph 6472 

Mimeograph 6472 marks a definite 
break with the Treasury’s policy of 
long standing as regards the tax treat- 
ment of free food and living quarters 
furnished to employees and the inaugu- 
ration of a radically new Treasury 
policy on the subject. 

While the Mimeograph does not ex- 
pressly abrogate the “employer’s con- 
venience” doctrine, its field of applica- 
tion has been so narrowly circumscribed 
as to raise serious doubts whether there 
is any more vitality left in the old 
doctrine. 

For the past ten years or more, the 
Treasury Regulations have contained 
the unequivocal statement that 

“If, however, living quarters or meals 
are furnished to employees for the con- 
venience of the employer, the value thereof 
need not be computed and added to the 
compensation otherwise received by the 
employees.” 

On the basis of this “employer’s con- 
venience” rule, as heretofore shown, 
exemption from income tax was 
granted to seamen, fishermen, hospital 
employees, servants, and other workers 
required by the employer to accept liv- 
ing quarters or meals furnished by the 
employer in order to perform properly 
their duties. 

Now, for the first time, the Treasury 
Department declares in Mimeograph 
6472 that the above-quoted sentence in 
the Treasury Regulations does not 
mean exactly what it says, nor what the 
Treasury Department has interpreted 
it to mean in numerous rulings issued 
over the past twenty years or more. 
Nay, says the Treasury Department, it 
must be construed in the light of the 
first sentence which “establishes the 
general rule that every person receiv- 
ing living quarters or meals ‘as com- 
pensation for services rendered’ must 
include in gross income the value to 
him of such quarters or meals.” Any 
other construction, says the Mimeo- 
graph, would be a “violation of the 
statutory definition of gross income.” 


28 See Prentice-Hall Social Security Tax Service, vol. 1, par. 27,436. 
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Treasury Policy on Employees’ Free Food and Lodgings 


What is left of the “employer’s con- 
venience” rule? It is to be applied only 
in those cases where it cannot be deter- 
mined otherwise that the meals and 
quarters are part of the employee’s 
compensation. Here is exactly what 
Mimeograph 6472 says on this point: 

“The ‘convenience of the employer’ rule 
is simply an administrative test to be applied 
only in cases in which the compensatory 
character of such benefits is not otherwise 
determinable. It follows that the rule 
should not be applied in any case in which 
it is evident from the other circumstances 
involved that the receipt of quarters or 
meals by the employee represents compen- 
sation for services rendered.” 


As we see it, the above quotation 
means simply this: An employee may 
be able to show that he comes four- 
square within the “employer’s conven- 
ience” rule, that is to say, that he was 
required by his employer to accept the 
meals and living quarters in order to 
perform his duties properly ; neverthe- 
less, he will be taxed on the value of 
these benefits if it is evident from all 
the surrounding facts and circum- 
stances that the meals and quarters 
represent “compensation” to the em- 
ployee for services rendered. 

The burden of proof is on the em- 
ployee to establish that the meals and 
quarters furnished to him by his em- 
ployer, in addition to the cash remuner- 
ation, do not constitute additional com- 
pensation. In most instances, that will 
be an impossible burden for the em- 
ployee to sustain. Take, for example, 
the janitor who is furnished a rent- 
free apartment in the apartment house 
which he services. Is there any doubt 
that he derives an economic benefit 
from the occupancy of the rent-free 
apartment? Would he not demand an 
increase in cash pay if the rent-free 
apartment were not furnished to him? 
If these questions are answered in the 
affirmative, as they probably must in 
the case of the janitor, the servant and 


29 See Note 12, supra. 
30 See Notes 3 to6, supra. 
31 See Note 8, supra. 
32 See Note 22, supra. 


the hotel manager, then the conclusion 
is practically irresistible that the ar- 
rangement regarding the living quar- 
ters is compensatory in character and 
that the value thereof is taxable to the 
employee. 

The sharp shift in policy on the part 
of the Treasury Department is revealed 
by the precedents which have been 
scrapped as well as the precedents 
which have been approved as guide- 
posts for the future. Thus, Mimeograph 
6472 modifies and, in effect, overrules 
Mimeographs 5023 and 565729 issued 
in 1940 and 1944, which formalized the 
“employer’s convenience” doctrine. In 
addition, Mimeograph 6472 rejects four 
old rulings issued as far back as 24 to 
31 years ago, in which application of 
the “employer’s convenience” rule re- 
sulted in exemption from income tax to 
seamen (O.D. 265), employees in the 
fishing and canning industries (O.D. 
814), hospital employees (O.D. 915), 
and servants (I.T. 2253) .3° These rul- 
ings, says Mimeograph 6472, “should 
not be relied upon as precedents in any 
case in which living quarters or meals 
are determined to be compensatory 
without reference to the ‘convenience 
of the employer’ rule.” 


As was to be expected, the Treasury 
Department reaffirmed in Mimeograph 
6472 the few precedents which were 
decided in favor of the Government in 
earlier years. Thus, it is stated that its 
new policy is in accord with its ruling, 
I.T. 2692,*! promulgated in 1933, and 
with the decision rendered by the U. S. 
Board of Tax Appeals in the Martin 
case®? in 1941. I.T. 2692, it will be re- 
called, required employees of Veterans’ 
Administration homes and hospitals to 
include in their taxable income the 
value of board and lodgings furnished 
to them at these institutions. The 
Martin case was the one in which a 
radio operator was held to be taxable 
on the value of the room and meals 
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furnished to him on board ship because 
the amount thereof was deducted from 
his base pay by his employer, the Army. 

Mimeograph 6472 also destroys the 
artificial distinction drawn in_ the 
Martin case between furnishing living 
quarters and meals as an allowance “‘in 
addition” to a smaller cash salary and 
“deducting” the value thereof from a 
larger cash salary. Under either ar- 
rangement, it is stated in the third 
paragraph of the Mimeograph, the 
value of the living quarters and meals 
will be considered as additional com- 
pensation to the employee. 

Although Mimeograph 6472 was is- 
sued February 15, 1950, it was an- 
nounced that the new policy set forth 
therein was to be effective from Janu- 
ary 1, 1949. This put employers, who 
had failed to withhold income tax on 
the value of living quarters or meals 
furnished to employees as part of their 
compensation, in an uncomfortable po- 
sition. However, employers were re- 
lieved of their embarrassment by 
Mimeograph 654353 issued on October 
19, 1950, extending the withholding 
date from January 1, 1949 to January 
1, 1951. The extension, it was stated, 
“is intended to relieve employers of re- 
troactive liability for withholding of 
income tax on wages and to permit 
them, in doubtful situations, to obtain 
rulings whether the value of living 
quarters or meals furnished to their 
employees represents compensation for 
services rendered.” The extension does 
not apply to employees who continue to 
be liable for tax on compensatory board 
and lodging received on and after Janu- 
ary 1, 1949. 


Postscript 


After the above was written, there 
was released for publication the Special 
Ruling** issued by the Commissioner 


33 1950 C.C.H. Federal Tax Service, par. 


of Internal Revenue with reference to 
the tax treatment of meals and lodgings 
furnished to hotel managers and other 
hotel employees. 

The Special Ruling brings to mind 
Mark Twain’s famous remark upon the 
premature report of his death, “The 
rumor is slightly exaggerated.” The 
same may be said with respect to the 
impression conveyed by what has been 
said before, namely, that the “employ- 
er’s convenience” doctrine has been 
so devitalized by Mimeograph 6472 
that it is practically a dead pigeon. 

The latest ruling of the Commis- 
sioner shows that there is still consid- 
erable vitality left in the “employer’s 
convenience” doctrine. If there is noth- 
ing in the employment contract or 
surrounding circumstances to suggest 
that the meals and lodgings furnished 
to a hotel manager represent additional 
compensation and if the accommoda- 
tions in question are furnished to the 
manager in order that he may perform 
his duties properly, then the value 
thereof is excludable from the mana- 
ger’s gross income and is not subject 
to withholding of income tax by the 
employer. On the other hand, “when 
quarters or meals are in fact furnished 
to an employee as part of his compen- 
sation”, then, according to the ruling. 
“the value thereof cannot be excluded 
from gross income under the ‘conven- 
ience’ rule without contravening the 
statutory definition of gross income.” 

In general, the same rules apply to 
hotel employees in the lower echelons, 
such as kitchen help, dining room help, 
porters, cleaning women, bartenders, 
etc. But, unfortunately, union contracts 
sometimes contain provisions*> which 
indicate that the meals and lodgings 
furnished to these employees are com- 
pensatory in character and, therefore, 

(Continued on page 71) 


6215. 


34 Special Ruling dated November 3, 1950, published in 51-5 C.C.H. Federal Tax Service 


at paragraph 6031. 


35 The Special Ruling mentions provisions for pay adjustments in the event the employer 
establishes or discontinues the practice of furnishing meals and lodging to employees, or the 
furnishing of meals and lodging is optional and the employer is paying minimum wages pre- 


scribed by state wage orders. 
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Corporate Liquidation Under IRC 


Sec. 112 (b) (7) 


By Cart W. Brown, C.P.A. 


so the provisions of the 1950 
Revenue Act which are favorable 
to the taxpayers, the re-enactment of 
IRC sec. 112 (b) (7) is of the greatest 
urgency. It must be understood and 
evaluated by interested parties and 
their advisers without delay, because of 
the attached time limitations. The cor- 
responding provisions of prior revenue 
acts (1938 and 1943) were not ex- 
tended beyond the time limits stated 
therein, and it would not seem justified 
to rely on an extension this time. 

In the calendar year 1951, certain 
conditions being met, shareholders of 
domestic corporations will be permit- 
ted, on complete liquidation of the cor- 
poration, to elect an exceptional tax 
treatment of their liquidating dividends. 
Such distributions in liquidation are 
considered to be made in exchange for 
the stock, and in usual cases the excess 
of the amount distributed over the ad- 
justed basis of the stock is considered 
a long- or short-term capital gain 
(IRC, sec. 115 (c)). If property other 
than money is distributed it is received 
at its fair market value at the time of 
receipt or constructive receipt (IRC, 
sec. 115 (j)). This latter provision is 
for many close corporations the only 
reason for their continued existence. 
Either there are no earnings and profits, 
or these are regularly disposed of as 
dividends. But there are assets which 
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have substantially appreciated in value 
since acquisition such as stocks and 
other securities, real estate, business 
(good will). A realization of this gain 
by the corporation would entail double 
taxation—corporate and individual. A 
distribution of the appreciated assets as 
ordinary or liquidating dividends would 
avoid the corporate tax, but the share- 
holder would have taxable income upon 
receipt regardless of when he intends 
to dispose of the property received or 
how and when he receives payment. 

IRC sec. 112 (b) (7) will induce 
shareholders of such corporations to 
liquidate in 1951, under limitation of 
the personal tax consequences which 
have formerly been prohibitive. 

The law applies only to complete 
liquidation of domestic corporations. It 
does not make any difference whether 
it be business, real estate, personal 
holding or other kinds of domestic cor- 
poration. A plan of complete liquida- 
tion must be adopted in 1951, and pur- 
suant to such plan the property transfer 
in liquidation must be carried out and 
completed within any one calendar 
month in 1951. The foregoing applies 
regardless of whether the taxable year 
of the corporation in question began on, 
before or after January 1, 1951, pro- 
vided the other time requirements with 
regard to the adoption of the plan and 
the actual distribution are met. (Reg. 
111, sec. 29.112 (b) (7)-1) 

The distributions must be in pursu- 
ance of the plan of liquidation: i.e., the 
corporation must have ceased to be a 
going concern, and its activities at the 
time of such distribution must be 
merely for the purposes of winding up 
its affairs, paying its debts, and dis- 
tributing any remaining balance to its 
shareholders. The requirement of com- 
pletion within one calendar month will 
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be considered complied with “if cash 
is set aside under arrangements for the 
payment, after the close of such month, 
of unascertained or contingent liabilities 
and expenses, and such arrangements 
are made in good faith and the amount 
set aside is reasonable” (Reg. 111, 
sec. 29.112 (b) (7)-1). The calendar 
month in which the liquidation shall be 
carried out, must be determined in the 
plan of liquidation (form 964 revised). 


To what shareholders, in such cor- 
porate liquidations, does this special tax 
treatment of liquidating dividends 
apply? It applies only to qualified 
shareholders who, in a prescribed man- 
ner, elect to be accorded this special 
treatment (“qualified electing share- 
holders”). The choice is personal, and 
should the shareholder transfer the 
stock after the choice is made, it has 
no effect on the transferee (Reg. 111, 
sec. 29.112 (b) (7)-2). The election 
does not apply to stock acquired after 
the adoption of the plan of liquidation. 


In order to qualify, a shareholder 
must own the shares at the time (the 
exact hour) of the adoption of the plan 
of liquidation, and must be the actual 
owner not a mere record holder (Reg. 
111, sec. 29.112 (b) (7)-2. The qualifi- 
cation requirements are different for 
non-corporate shareholders (individu- 
als, partnerships, estates and trusts) 
and for corporate shareholders. 


A non-corporate shareholder is quali- 
fied, if he is the sole shareholder or the 
sole non-corporate shareholder. If there 
are other non-corporate shareholders 
beside him, a non-corporate stockholder 
is qualified to elect the special tax treat- 
ment only if he alone or together with 
other non-corporate shareholders who 
have made the same choice, owns at the 
time the plan is adopted, stock possess- 
ing at least 80% of the total combined 
voting power of all classes of stock 
owned by non-corporate shareholders 
entitled to vote on that plan. (IRC, 
sec. 112 (b) (7) (C) (1) ). 

Among corporate shareholders there 
are excluded corporations which are 
not qualified under any conditions. Ex- 
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cluded is a corporate shareholder who, 
at any time between August 15, 1950, 
and the adoption of the plan of liqui- 
dation, both dates inclusive, is the 
owner of 50% or more of the total 
combined voting power of all classes of 
stock entitled to vote on the adoption 
of the plan of liquidation. (IRC, sec. 
112 (b) (7) (B)). 

If a corporation is the only non- 
excluded corporate shareholder (the 
others being non-corporate and/or ex- 
cluded corporate shareholders), there 
is no further requirement for qualifica- 
tion. But if there are other non- 
excluded corporate shareholders, only 
such corporation is qualified to elect 
which alone or together with other 
non-excluded corporate shareholders 
making the same choice owns, at the 
time of adoption of the plan of liqui- 
dation, stock with at least 80% of the 
total combined voting power of all 
classes of stock owned by non-excluded 
corporate shareholders entitled to vote 
on the adoption of such plan (IRC, 
sec. 112 (b) (7) (C) (11)). 

Within 30 days after adoption oi 
the plan of liquidation, a qualified share- 
holder must make a written choice to 
have the benefits of the section applied 
to him. This choice must be made in 
such a manner as to comply with regu- 
lations prescribed by the Commissioner 
with the approval of the Secretary. 
The election must be filed, by the 
shareholder or by the corporation, with- 
in the 30 day time limit mentioned 
above (IRC, sec. 112 (b) (7) (d)). 
The regulations introduced by TD 
5365, 1944 CB 220 as sec. 29.112 (b) 
(7)-3 of Reg. 111 require filing of 
the election on form 964 (revised 
March, 1944) with the Commissioner 
of Internal Revenue, Washington 25, 
D. C., attention of the Income Tax 
Unit, Records Division. The original 
and one copy must be filed. A second 
copy shall be attached to the share- 
holder’s income tax return for the tax- 
able year in which the transfer of all 
the property under the liquidation oc- 
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curs. On that form, the election is 

worded as follows: 
“... hereby elects to have recognized and 
taxed in accordance with sec. 112 (b) (7) 
IRC the gains on each and every share of 
the capital stock of . . . owned by him at 
the time of the adoption of the plan of 
liquidation. Such corporation is organized 
under the laws of . . ., has its principal 
office or place of business at . . ., and on 
at... ., adopted a plan of complete 
liquidation providing for a distribution in 
complete cancellation or redemption of all 
its stock, and for the transfer of all its 
property under the liquidation entirely 
within the month of ... .” 


This wording implies that the choice 
inust be made by a shareholder for 
all his shares without exception. On 
the form there are schedules to be filled 
in of shares of stock owned at the time 
and date of adoption of the plan of 
liquidation, at the date of the execution 
of the election and (for corporate share- 
holders) on August 15, 1950. Corpo- 
rate shareholders must also list the 
stock transactions between August 15, 
1950, and the date of the adoption of 
the plan of liquidation (both dates in- 
clusive). The instructions on the form 
contain provisions regarding signatures, 
corporate seal, execution of the election 
by an attorney or agent, administrator, 
executor, or trustee. 

What 1s the recognition and taxation 
of liquidation gains or losses in accord- 
ance with IRC, sec. 112 (b) (7), thus 
elected by a qualified electing share- 
holder? 

The section applies to gains only, 
not to losses. If there are different 
bases among the shares, gain or loss 
must be computed for each block of 
shares separately. The provisions of 
sec. 112 (b) (7) apply only to those 
blocks of stock which have gains. They 
do not apply to the net over-all gain 
(Reg. 111, sec. 29.112 (b) (7)-4). 

The gain computed pursuant to IRC, 
sec. 111 (a) is the excess of the money 


plus fair market value of other property 
received over the adjusted basis of the 
stock. In cases falling under sec. 112 
(b) (7), however, not all of that gain 
is recognized. 

The recognized gain on each share 
in these cases is the greater of the 
following : 

(1) Such share’s ratable share of the 
earnings and profits of the corporation* 
accumulated after February 28, 1913, 
and 

(2) such share’s ratable share of 
money received by the shareholder on 
shares of the same class and the fair 
market value of all the stock or securi- 
ties so received which were acquired 
by the liquidating corporation after 
August 15, 1950. (Reg. 111, sec. 29.112 
(b) (7)-4 (b)).** 

This limitation of the recognition of 
gains applies equally to corporate and 
non-corporate shareholders. The effect 
thereof is “in general to postpone the 
recognition of that portion of a quali- 
fied electing shareholder’s gain in the 
liquidation which would otherwise be 
recognized and which is attributable 
to appreciation in the value of certain 
corporate assets unrealized by the cor- 
poration at the time such assets are dis- 
tributed in complete liquidation” (Reg. 
111, sec. 29.112 (b) (7)-1). The post- 
ponement feature is achieved through 
the statutory provisions on the basis 
of the property received, to be discussed 
later. 

With corporate shareholders, the rec- 
ognized gain is taxed as a short- or 
long-term capital gain, as is the case 
in regular liquidations. 

But with non-corporate shareholders 
there is an important drawback to the 
limitation of recognized gain in the 
manner in which such gain is taxed. 
If (1) is greater than (2), and there- 
fore gain is recognized to the extent 
of the ratable share in earned surplus, 


* To be computed as of the last day of the month of liquidation, without diminution by 


reason of distributions made during such month. 


** In order to avoid conversion—in anticipation of pending legislation—of corporate assets 
into stock or securities which could be distributed tax-free, the basic date was made 
August 15, 1950. But it is possible and legitimate to dispose of corporate money by paying 
off debts and mortgages, thus possibly reducing the taxable and increasing the non-taxable 


portion of the liquidating distributions. 
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the gain is taxed as an ordinary divi- 
dend (i.e. as ordinary income, not as 
capital gain). 

lf (2) is greater than (1), the gain 
up to the extent of the ratable share in 
earned surplus is taxed as an ordinary 
dividend, the balance of the recognized 
gain is taxed as a short-term or long- 
term capital gain. (Reg. 111, sec. 29.112 
(b) (7)-4 (c)). 

It is clear that with non-corporate 
shareholders, the existence of a sub- 
stantial earned surplus will frequently 
make a sec. 112 (b) (7) liquidation 
inadvisable. 

What is the basis of property received 
by a shareholder in liquidations pur- 
suant to sec. 112 (b) (7)? It is the 
basis of the shares surrendered for can- 
cellation or redemption, decreased in 
the amount of any money received by 
him, and increased in the amount of 
gains recognized to him (IRC, sec. 113 
(a) (18)). This rule applies to all 
property so acquired, including stock 
and securities whenever acquired by the 
liquidating corporation. If such proper- 
tv consists of more than one kind of 
assets, the basis shall be allocated among 
the several assets (other than money) 
in the proportion that the fair market 
value of each such property as of the 
date of acquisition bears to the fair 
market value of all such properties on 
that date (Reg. 111, sec. 29.113 (a) 
(18)-1). 

Permanent records in substantial 
form shall be kept by every qualified 
electing shareholder receiving distribu- 
tions in complete liquidation of a do- 
mestic corporation. (Reg. 111, Sec. 
29.112 (b) (7)-5). He shall file with 
his income tax return for the taxable 
year in which the liquidation occurs— 
in addition to a copy of form 964 
(revised), the original and copy of 
which had previously to be filed with 
the Commissioner—a statement of all 
facts pertinent to the recognition and 
treatment of the gain realized by him 
upon the shares of stock owned by him 
at the time of the adoption of the plan 
of liquidation, including: a statement 
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of his stock ownership in the liquidating 
corporation as of the date of the distri- 
bution ; a list of all the property includ- 
ing money received, showing the fair 
market value of such property other 
than money on the date distributed, and 
stating what items, if any, consist of 
stock or securities acquired by the liqui- 
dating corporation after August 15, 
1950; and a statement of his ratable 
share of the earnings and profits of the 
liquidating corporation accumulated 
after February 28, 1913, computed 
without diminution by reason of dis- 
tributions made during the month of 
liquidation. 

As in all cases of liquidation, the 
liquidating corporation must file form 
966 within 30 days after adoption of 
the plan. In sec. 112 (b) (7) cases, 
the following information has to be 
given in addition to that regularly re- 
quired : 

(1) A statement showing the num- 
ber of shares of each class of stock out- 
standing at the time of the adoption of 
the plan of liquidation, together with a 
description of the voting power of each 
such class ; 

(2) A list of all the shareholders 
owning stock at the time of the adop- 
tion of the plan of liquidation, together 
with the number of shares of each class 
of stock owned by each shareholder, the 
certificate numbers thereof, and the 
total number of votes to which entitled 
on the adoption of the plan of liquida- 
tion; and 

(3) A list of all corporate share- 
holders as of August 15, 1950, to- 
gether with the number of shares of 
each class of stock owned by each 
shareholder, the certificate numbers 
thereof, the total number of votes to 
which entitled on the adoption of the 
plan of liquidation, and a statement of 
all changes in ownership of stock by 
corporate shareholders between August 
15, 1950, and the date of the adoption 
of the plan of liquidation, both dates 
inclusive. (Reg. 111, sec. 29.148-2 (b) 
(2)). 

Whenever distribution to any one 
shareholder within one calendar year 
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Corporate Liquidation Under IRC Sec. 112 (b) (7) 


amounts to $600. or more, form 1099L 
must be filed by February 15 of the 
following year with the Commissioner, 
Processing Division, Kansas City. One 
form 1099L, must be filed for each dis- 
tributee, and all the 1099L’s are ac- 
companied by the transmittal form 1096 
which, in the case of liquidation under 


sec. 112 (b) (7) shall show: 


(1) the amount of earnings and 
profit of the corporation accumulated 
after February 28, 1913. 


(2) the ratable share of such earn- 
ings and profits of each share of stock 
cancelled or redeemed, and 


(3) the date and circumstances of 
the acquisition by the corporation of 
any stock or securities distributed to 
stockholders in the liquidation (Reg. 
111, sec. 29.148-3). 


The Senate Finance Committee Re- 
port XI B 5 stresses that the provisions 
to be re-enacted 


“will facilitate the liquidation of certain 
domestic corporations, especially domestic 
personal holding companics. Your commit- 
tee recognizes the undesirable character of 
domestic personal holding companies and 
wishes to expedite their liquidation.” 


Personal holding companies are pre- 
vented from accumulating earnings and 
profits by the prohibitive surtax of sec. 
500 IRC. For a large number, the only 
reason for continued corporate exist- 
ence is the prohibitive capital gains 
taxes which would have to be paid by 
the shareholders on receipt of the cor- 
porate assets as liquidating dividends, 
even if they do not wish to dispose of 
the property. The same situation pre- 
vails with many other corporations 
which never had much income, or for 
those which for any reason, possibly 
consideration of sec. 102, always dis- 
tributed their income, but did not liqui- 
date in order to save the shareholders 
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frem the taxation on substantial un- 
realized appreciation in assets values. 

When analogous provisions were 
about to be introduced in the Revenue 
Act of 1938, Senator George said in the 
Senate (quoted from J. S. Seidman, 
Legislative History of Federal Income 
Tax Laws 1938-1861, p. 52): 


“The proposed amendment will encourage 
and facilitate prompt liquidation of personal 
holding companies and other corporations 
falling outside the technical classification 
of personal holding companies which have 
not been used to evade taxes, and which 
have no substantial accumulation of earn- 
ings and profits. For example, assume that 
a corporation was formed to take -title to 
certain real estate or unlisted corporate 
securities which are not readily marketable. 
By 1938 the property has tripled in value. 
In the meantime, however, the rents or 
dividends on such property have been in- 
consequential, or have been distributed to 
the stockholders annually. The stockholders 
now wish to get rid of the corporate entity 
in order to escape the corporate tax bur- 
dens. 

“The proposed amendment would permit 
postponement of tax on this unrealized 
appreciation in value on liquidation until 
the property is sold by the stockholders. 
By taxing the gains on a liquidation to the 
extent of accumulated earnings and profits 
as an ordinary dividend, the application of 
the amendment would be limited primarily 
to those corporations which have not been 
used for tax-avoidance purposes.” (Em- 
phasis supplied) 


It may be added that in the case of 
real estate a substantial advantage 
(provided there is no substantial earned 
surplus) is connected with the applica- 
tion of sec. 112 (b) (7) even if an 
immediate sale of the appreciated prop- 
erty is contemplated. Whereas outside 
of this provision the gain would be 
realized through receipt of the property 
as a liquidating dividend, on application 
of this section no gain is realized on the 
liquidation, and the gain to be realized 
through the sale can be spread through 
making it an installment sale and re- 
porting on the installment basis. 
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Aid to Clients in Their Compliance with 
Defense Emergency Measures 


By Sipney W. Petouset, C.P.A. 


ee order to explore the question, how 
to serve our clients in the present 
emergency, let us review some of the 
defense measures now in force. You 
will note that the summary, which is 
shown at the end of this article, has six 
main headings, with the most important 
item coming last and the control need- 
ing least attention coming first. All of 
these controls may affect most busi- 
nesses, both large and small, very soon. 


If your clients have Government 
contracts, they need your help and 
you should have their problems in 
mind constantly. Rarely do we have 
such opportunities to aid clients as in 


W. PEtouset, C.P.A. 
(New York, New Jersey and 
Texas) is a member of our Society. 
He also holds membership in the 
American Institute of Accountants, 
the New Jersey Society of CPA’s, 
the National Association of Cost Ac- 
countants, the American Accounting 
Association, and the Institute of In- 
ternal Auditors of which he is a 
Governor of the N. Y. Chapter. 

Mr. Peloubet is a partner of Pog- 
son, Peloubet and Company, CPA’s. 
He is also a part-time instructor in 
accounting at the University College 
of Rutgers University. 

He is a past chairman of the Ad- 
missions Committee and a member 
of the Committee on Administration 
of Accountants’ Practice. 

This paper was presented by him 
at a technical meeting of the Society 
held on November 30, 1950, at the 
Engineering Societies’ Building, 
under the auspices of the Society’s 
Committee on Administration of Ac- 
countants’ Practice. 


42 


emergency periods. They have little 
time to reorganize and will use what- 
ever help and service is readily avail- 
able. Even if your clients do not have 
Government contracts, they will un- 
questionably be affected by some of the 
following emergency controls. The 
large business has administrative 
officers who may devote their entire 
energy and ingenuity to emergency 
problems, laws and regulations, but the 
small business generally has no one to 
follow currently and puzzle out situa- 
tions quite foreign to the normal con- 
duct of the business. The smaller the 
client, the less able he usually is to be 
aware of and to comply with changing 
and complex regulations and the more 
we can help him. ° 


Sales Records Impounded 

The President has ordered all busi- 
nesses selling goods to keep their sales 
records from May 24th to June 24th, 
1950, and to set them aside. The CPA 
must make sure that his clients so seg- 
regate and save all sales records for this 
period. We assume that the sales prices 
during this period will be those on 
which freezing or control of prices may 
later be based. 


Federal Reserve Board Regulations 

The Federal Reserve Board has is- 
sued three regulations, V, W and X. 
V authorizes the Army, Navy and Air 
Force to guarantee contractors loans 
from banks. W requires those selling 
on the installment basis to register 
with the Government, and tightens 
credit terms’ on autos, radios, TV and 
furniture. X curbs housing loans (new 
one- and two-family) and prohibits 
loans for repairs and painting for over 


$2,500. 
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Clients’ Compliance with Emergency Measures 


If your client is a contractor and 
requires a loan you might well suggest 
obtaining one under V and your cer- 
tification of his statements would be 
required as in any credit situation. 
If. your clients sell on the installment 
basis make sure they register properly 
and that the terms of sale comply with 
the requirements under W effective 
at the date of sale. Should your clients 
build houses or loan money be sure 
that loans comply with regulations X. 


National Production 
Authority Directives 


NPA regulation No. 1 is to prevent 
the accumulation of excessive inven- 
tory. The items affected are cement, 
sheathing, wood, iron, steel, aluminum, 
columbium, cobalt, copper, magnesium, 
manganese, tungsten, nickel, tin, zinc, 
rubber and certain forms of cotton, 
jute, rayon and nylon. Inventories of 
these items must be kept as low as 
those for operating requirements in 
normal times. If your clients carry 
inventories of these items be sure the 
accounts reflect them clearly and sched- 
ules are drawn up and support is avail- 
able to prove what quantities are nor- 
mal stocks. 

NPA regulation No. 2 outlines the 
rules for issuing and accepting defense 
orders (DO’s). Contractors supplying 
the government are authorized to 
designate their purchase orders from 
other suppliers as DO’s to which they 
add a two digit number indicating the 
defense program—for instance, DO 39. 
These rules as yet are only sketched 
out and depend upon voluntary com- 
pliance as to system and procedure. 
Become familiar with your clients’ 
records and procedures for handling 
DO’s. It is possible you may help them 
improve their procedures and save 
time and effort. 

In addition to these regulations, the 
NPA has issued orders M1 to M12 
and new directives are being issued 
almost daily. These cover a wide field 
including many materials and many 
industries. They are the result of meet- 


ing current problems rather than estab- 
lishing a consistent pattern or program. 
More to show the confusion and diver- 
sity of purpose, rather than useful in- 
formation, M1 to M8 are listed with 
brief descriptions : 
M1 prescribes rules for issuing and accept- 
ing DO’s in the steel industry. 
M2 limits the civilian use of rubber. 
M3 limits the use of columbium steel to 
DO’s only. 
M4 curbs amusement construction. 
M5 prescribes rules for issuing and accept- 
ing DO’s in the aluminum industry. 
M6 limits the use of DO’s in refilling steel 
defense inventories. 
M7 limits the civilian use of aluminum. 
M8 requires monthly reports from those 
purchasing tin. 


There are other NPA directives 
giving special privileges to the Atomic 
Energy Commission in their procure- 
ment program. 

There is an interesting directive in- 
structing steel producers to allocate the 
remainder of their production, after 
filling DO’s, to customers in proportion 
to their average purchases. This is allo- 
cation rather than priority control 
which, we learned from the last war, 
is much more workable. 

See Summary at end of this article 
for address where directives may be 
obtained. All CPA’s should be familiar 
at least with the general subjects 
covered by directives. 


Amortization of 

Emergency Facilities 

Section 216 of the 1950 Federal In- 
come Tax Act amends Section 124A 
of the Code to include the privilege 
of amortizing emergency facilities in 
sixty months. Defense contractors 
must obtain Certificates of Necessity 
by filing requests with the Chairman 
of the National Security Resource 
Board, 1725 F Street, N.W., Wash- 
ington, D. C. This amortization is 
similar to that allowed during World 
War II and we should inform our 
clients of the advantage of including 
this additional deduction in their in- 
come tax returns if they have purchased 
new equipment or facilities. 
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Procurement Contracts 


The emergency measures listed 
above, although important, are subor- 
dinate to the actual contracts which the 
Government enters into with manufac- 
turers and suppliers. The Army, Navy 
and Air Force contract directly with 
those who can supply food, clothing, 
housing and equipment for the armed 
services. 

There are four types of contracts. 
The first three are all at fixed prices. 
The first type is the advertised or 
competitive bidding contract which, 
under the 1948 Renegotiation Act, is 
not audited by the Government. The 
second type is negotiated, that is, the 
Government service and the supplier 
come to an agreement as to the unit 
price and stipulate this in the contract. 
These contracts are audited in order 
to disclose any excessive profits as the 
control of competitive bidding is lack- 
ing. The third type of contract, again 
is at a fixed negotiated price, but has 
a price redetermination clause which 
requires the setting of a more exact 
price at a stated point during the con- 
tract. In order for the Government to 
be informed as to the costs and their 
redetermination, an audit is made dur- 
ing the course of these contracts. The 
fourth type is not at a fixed price, 
but is a cost reimbursement contract 
which may or may not carry a fixed fee. 
This is the CPFF type, a cost-plus- 
fixed-fee contract. As the Government 
is reimbursing the contractor for all 
costs, these contracts are invariably 
audited to challenge the costs as well 
as to recapture any excessive profit. 

Defense contracts may now be writ- 
ten so as to include lists and definitions 
of allowable costs. Alert contractors 
and their public accountants should 
take advantage of this opportunity to 
clarify controversial elements of costs. 
The CPA should aid his clients in 
drawing up those clauses of defense 
contracts which cover accounting and 
auditing items and help plan proper 
records and statements to facilitate the 
preparation of the reports to the 
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Government. If possible, make a clean 
segregation between sales to the 
Government or to other manufacturers 
supplying the Government, as distinct 
from sales to customers supplying civil- 
ian requirements. Segregate the costs 
as well, and create sound support and 
evidence for the Government auditors. 


Renegotiation and Termination 


As indicated above, the Army, Navy 
and Air Force enter into contracts 
separately with manufacturers and sup- 
pliers. Each service has its own audit- 
ing division’ and also each has a re- 
negotiation division. Plans have been 
made (and are working out very well) 
to avoid duplication in auditing, re- 
negotiation, and termination  settle- 
ments. The three services have mutu- 
ally agreed that a particular contractor 
will be audited by one service, usually 
the service having the most important 
contracts. The remaining services that 
have contracts with the contractor ac- 
cept the audit of the more important 
service and accept the renegotiation or 
termination settlement of that service. 


If a contractor is audited by CPA’s, 
the armed services divisions will not 
audit so exhaustively and there are 
cases where the government auditors 
practically accept the independent audit 
as equivalent to their own. Be sure 
your client understands this and makes 
a point of it in drawing up and execut- 
ing contracts. 


While specific contracts are entered 
into and carried out separately, an 
audit or renegotiation is made of all 
the contracts of a particular contractor 
during his annual operating period. If 
a manufacturer has gross receipts of 
$100,000 or over from defense con- 
tracts or subcontracts during the year, 
he is subject to renegotiation. Con- 
tracts or subcontracts for less than 
$1,000 each are not included in the 
total. 


The segregation of sales as between 
renegotiable and non-renegotiable sales 
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Clients’ Compliance with Emergency Measures 


is extremely important and must be 
carefully supported. The Government, 
of course, can only’ recapture excessive 
profits in relation to those sales made 
to the Government and they have no 
jurisdiction over sales to the general 
public. 

The segregation of costs applicable 
to the sales made to the Government is 
equally important, but here we have 
the responsibility of supporting and 
proving that these costs are allowable 
under Armed Forces Procurement 
Regulations XV prescribed under the 
Armed Services Procurement Act of 
1947. Controversial costs might in- 
clude selling, administrative, corporate 
expense, contributions and donations, 
self-insurance, depreciation, research 
and development, and taxes. The defi- 
nition of allowable costs was given in 
“Explanation of Principles for Deter- 
mination of Costs under Government 
Contracts” during World War II 
which was nicknamed “The Green 
Book.” While this was a guide for the 
use of the War and Navy Departments, 
it became generally accepted in re- 
negotiation and termination. The pres- 
ent regulations describing costs are 
modelled after the Green Book and are 
even more liberal and are still expressed 
in proper accounting terms. Most of 
the controversial costs mentioned are 
allowed but the extent to which they 
are allowed or their calculation is not 
always clear. As an example, deprecia- 
tion might be taken on a company’s 
books at a different rate than on tax 


returns, neither of which would reflect 
the replacement value of the equip- 
ment being depreciated. The proper 
determination of depreciation in this 
case might be arrived at by negotiation 
with the Government’s auditors. This 
is a very good example of costs which 
might well be spelled out in the con- 
tract and determined at that time when 
everyone’s attention and interest helps 
to arrive at a reasonable solution. 

One of the puzzling things about re- 
negotiation and Government audits of 
contracts is the disallowance of certain 
costs and expenses. This is quite ob- 
vious when a company’s entire pro- 
duction is for the Government and the 
manufacturer is denied the inclusion 
of certain corporate or other contro- 
versial costs. 

We should help our clients by em- 
phasizing the need to associate pur- 
chases and inventories with specific 
Government contracts. Unless inven- 
tories and purchases are assigned to 
and labelled for existing contracts, it 
is possible that contractors will be left 
holding the bag with a headache in- 
ventory, upon the termination and can- 
cellation of their contracts. 

Obtain the directives and regulations 
shown below in the Summary. It is 
most obvious that public accountants 
should have at least a nodding ac- 
quaintance with emergency measures 
and, irrespective of the type of clients 
that we may have, they will need our 
services more and more as controls 
expand. 


SUMMARY OF MEASURES IN FORCE UNDER 
ARMED SERVICES PROCUREMENT ACT OF 1947 
RENOGIATION ACT OF 1948 
DEFENSE PRODUCTION ACT OF 1950 


I Presidential Order to impound sales records of May 24, 1950, to June 24, 1950. 


II Federal Reserve Board: 
Regulation V—Government guaranteed loans. 
Regulation W—Installment sales—register ; credit terms on sales of autos, radios, 
etc. 
Regulation X—Curb on housing loans, and loans over $2,500 for repairs and 
painting. 
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[Il National Production Authority: 


Regulation #1, to prevent accumulation of excess inventories. 
Regulation #2, outlines issuing and accepting of Defense Orders—DO’s. 
NPA Orders M1 to M8— 

M1 Steel—DO rules 

M2  Rubber—use for civilian production limited 

M3 Columbium Steel—delivered only on DO’s 

M4 Amusement Construction curbed 

MS Aluminum—rules for accepting aluminum DO’s 

M6 Steel DO’s—use limited to refill defense inventory 

M7 Aluminum—material for civilian production limited 

M&8 Tin—Purchasers must make monthly reports to government. 
Other directives re Atomic Energy Commission procurement. 
Steel producers to allocate remainder, after DO’s, to customers in proportion to 

average purchases. 


Write to Department of Commerce, Room 6625, Commerce Bldg., Wash. 25, D. C.; ask for 
present NPA directives and to be placed on mailing list for future directives. 

IV Amortization of Emergency Facilities (over 60 months). Obtain form NSRB 140 
(Necessity Certificate) from U. S. Dept. of Commerce, 42 B’way., N.Y.C.—File 
form with Chairman, National Security Resource Board, 1725 F St. N.W., Wash., 


V Procurement Contracts: 
With Army, Navy, Air Force 

Four Types: 
1 Fixed Price 


Advertised (Bid)—not audited 


2 —Negotiated —tested by audit 
3 —Negotiated, price redetermined—audited for redetermination 


4 Cost Reimbursement—with or without fixed fee 
prove costs allowabie 


Contracts may include descriptions of allowable costs 


invariably audited to 


Write to Superintendent of Documents, Wash. 25, D. C. for Armed Services Procurement 
Regulations, Latest Revision (40 cents). 
VI Renegotiation of Contracts: 


Covers contract and subscontract annual gross receipts of a contractor when the 
total is over $100,000.—Only contracts or subcontracts of over $1,000 each 
included 


Sales to be clearly segregated between renegotiable and nonrenegotiable 
Controversial Costs 
All inventories and purchases should be assigned to specific, activé contracts 
IWVrite to Superintendent of Documents, Wash. 25, D. C., for Military Renegotiation 
Regulations ($2.50) Subscription. 


Federal Register ts the official United States vehicle to notify business and industry of 
laws, regulations, etc. 
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New York State Tax Forum 


Conducted by BENJAMIN Harrow, C.P.A. 


The Franchise Tax on 
Holding Companies 


Since 1944, holding companies are 
subject to tax under Article 9A, the 
same as business corporations. How- 
ever, such a corporation usually re- 
ceives more favorable treatment than 
a business corporation. For example, 
the primary basis for the franchise tax 
is entire net income. In computing en- 
tire net income, all income from sub- 
sidiary capital is excluded. A subsidi- 
ary is a corporation of which over 50% 
of the voting stock is owned by the par- 
ent corporation, and subsidiary capital 
would mean first the investment in the 
stock of such a corporation. The law 
also includes in the definition of sub- 
sidiary capital any indebtedness due 
from the subsidiary, provided the sub- 
sidiary does not claim a deduction for 
interest on such indebtedness on its 
own franchise tax return under Article 
9A, OB, or 9C. If all the investments of 
the holding company are in subsidiary 
companies as defined above it will not 


BENJAMIN Harrow, C.P.A., has 
been a member of our Society since 
1928. He is a Professor of Law at 
St. John’s University. 

Mr. Harrow has been a member 
of the American Institute of Ac- 
countants since 1922 and is a mem- 
ber of the New York Bar. He is 
now serving on the Society’s Com- 
mittee on Federal Taxation, and is 
Chairman of its Committee on State 
Taxation. He is also a member of 
the Institute’s Committee on Fed- 
eral Taxation. 

Mr. Harrow is engaged in prac- 
tice as a certified public accountant 
and attorney in his own office in 
New York City. 
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be subject to tax under the entire net 
income basis. 

Investments in stocks exclusive of 
subsidiary capital (where the corpora- 
tion holds 50% or less of the voting 
stock) are classified as investment 
capital. The law includes in the term 
investment capital, investments in 
bonds or other securities and, also, in- 
vestments in governmental securities. 
If a holding company receives. income 
from investment companies it may be 
subject to tax under the entire net in- 
come basis. However in determining 
entire net income one-half of all divi- 
dends received from investment com- 
panies are excluded from entire net in- 
come. 

If the holding company is taxable 
under the one mill tax on its capital, 
exclusive of subsidiary capital which is 
taxed separately, some of its capital will 
be classified as business capital. Busi- 
ness capital is defined in the law as the 
total average fair market value of all 
the assets of a taxpayer, exclusive of 
assets constituting subsidiary capital or 
investment capital, less current liabili- 
ties. After eliminating assets constitut- 
ing subsidiary and investment capital, 
the holding company may have left ac- 
counts receivable and office equipment, 
which would come within the definition 
of business capital. With respect to 
cash, Article 352 permits a taxpayer to 
treat a portion of its cash as subsidiary 
capital where subsidiary capital, exclu- 
sive of cash, is more than 85% of the 
total capital. The portion of cash not 
in excess of the ratio of subsidiary capi- 
tal to total capital may be treated as 
subsidiary capital. The balance of cash 
may then be considered as investment 
capital or business capital, but not both. 
If the taxpayer has no other business 
capital, it may not elect to treat cash as 
business capital. 
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The treatment of a portion of its as- 
sets as business capital may affect the 
investment allocation percentage. To 
obtain a complete allocation for busi- 
ness income or business capital, a cor- 
poration must have a permanent and 
continuous place of business outside 
the state. A regular place of business 
entitles the corporation to an allocation 
only under the property factor. On the 
other hand, a taxpayer may allocate its 
investment income and capital even 
though it has no place of business out- 
side the state. Article 420 permits a 
taxpayer to allocate its entire net in- 
come and capital by the investment allo- 
cation percentage where investment 
income is more than 85% of entire net 
income and investment capital is more 
than 85% of total business and invest- 
ment capital. The holding company 
may find itself in an unfavorable tax 
position because it is in possession of a 
comparatively high ratio of business 
assets as defined in the law, when real- 
istically it does not consider itself as 
being a business corporation in any 
respect. 


Entire Net Income 


The primary basis of the franchise 
tax is entire net income, which presumi- 
ably is the same as that which is re- 
quired to be reported to the federal 
government, with certain exclusions 
and additions. Capital gains are in- 
cluded in net income under the Internal 
Revenue Code, and if a corporation has 
a net capital loss, while it may not de- 
duct any portion of the loss against 
other income, it may carry over that 
loss over a period of five subsequent 
years. 

In the determination of entire net in- 
come for franchise tax purposes where 
capital gains and losses are concerned, 
some adjustments must be made to net 
income reported for federal income tax 
purposes. In the first place, capital 
gains are classified under the franchise 
tax law into gains and losses from sub- 
sidiary capital, investment capital, and 
business capital. Since entire net in- 
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come does not include income, gains 
and losses from subsidiary capital, capi- 
tal gains or losses from subsidiary 
capital taken into account for federal 
income tax purposes would be elimina- 
ted for franchise tax purposes. In the 
case of capital losses on subsidiary 
capital, a carry-over for federal pur- 
poses would likewise be excluded for 
franchise tax purposes. 

_ With respect to a capital loss carry- 
over of investment or business assets, 
the Tax Commission has not ques- 
tioned a deduction based upon such a 
carry-over. However, there is some 
question as to how a taxpayer should 
treat an investment capital loss carry- 
over when there is only a business capi- 
tal gain in a current year. Since the 
capital loss for federal tax purposes 
may arise from an offset of an invest- 
ment capital loss against a business 
capital gain, the carry-over should be 
applied against business capital gains. 
Ralph Marshall informs us that the 
Tax Commission will apply the capital 
loss carry-over resulting from the sale 
of investment assets in a prior year 
against investment income from divi- 
dends and interest if the taxpayer has 
no investment capital gains, so that the 
capital gains resulting from the sale of 
business assets in the current year will 
be taxed in full as business income. 
Taxwise this may not be as favorable 
particularly where the taxpayer may 
not allocate its business income. If the 
taxpayer has no investment income in 
the current year, the carry-over would 
be deducted from total business income. 
In either case. of course, no deduction 
for the carry-over would be permitted 
unless the taxpayer in the current vear 
has a business or investment capital 
gain against which to offset the capital 
loss carry-over. 


Gross Receipts Tax—Liability 

A New Jersey corporation carries on 
three different types of businesses. One 
type is carried on in the name of the 
corporation. The other two are carried 
on under two separate trade names. 
It has no office or sales representative 
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in New York, nor does it carry a stock 
of merchandise in New York. It does 
sell to customers in New York through 
traveling salesmen or by mail. All 
orders are received and accepted in 
New Jersey and merchandise is shipped 
from New Jersey. Two questions are 
presented: Is the New Jersey corpora- 
tion subject to the gross receipts tax? 
Assuming that one branch of the busi- 
ness carried on under a separate trade 
name is subject to the tax, are the gross 
receipts of the other two activities in- 
cludible for tax purposes ? 

In our opinion the corporation is 
doing only an interstate business. It is 
not otherwise doing any act which lo- 
calizes its New York activities to the 
city. The tax is imposed for the privi- 
lege of carrying on a business within 
the city “or of making sales within such 
city.” (Section B46-2(a)). Before a 
1950 amendment to the law, the quoted 
phrase contained the words “to persons” 
and a strict interpretation of the phrase 
could mean that any interstate sale 
made in New York City, even through 
an employee salesman, subjected the 
employer to the gross receipts tax. The 
regulations do not define “doing busi- 
ness within the City of New York’ but 
merely illustrate what may constitute 
the doing of taxable business. The 
maintenance of an office or a stock of 
goods within the city is an act that 
makes the foreign corporation or non- 
resident subject to the tax. Other tax- 
able acts are the making of sales 
through a sales representative, an inde- 
pendent sales agency, a resident sales- 
man or “in any other similar manner.” 

If one branch of the business were 
subject to the tax, the activities of the 
other two branches would be inciudible 
for tax purposes, since all the activities 
relate to one entity. 


Non-resident Employees in 

Armed Forces 

Compensation paid by New York 
employers to non-resident employees 
who are kept on the payroll after they 
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join the armed forces are taxable as 
additional compensation for services 
rendered before they joined the armed 
forces. Ordinarily payments to non- 
residents are apportioned within and 
without the State in the ratio of the 
total number of working days employed 
within the State to the total number 
of working days within and without the 
State. (Reg. Article 452). In the case 
of non-resident employees now in the 
armed forces, the State requires an ap- 
portionment of the compensation on the 
same basis as that used for the last year 
in which the employee rendered serv- 
ices in the State. 

In the case of salesmen whose com- 
pensation depends upon the volume of 
business done, the apportionment is 
based upon the ratio of the volume of 
business transacted in the state to the 
total volume. If the continued payments 
are made on the same basis, then the 
apportionment may be different for the 
current year. Otherwise, the apportion- 
ment used on the prior return will 
probably be required for the current 
year. 


Payments to a Widow of a 

Deceased Employee 

The Internal Revenue Bureau re- 
cently issued a ruling (1.T. 4207) that 
reverses the rule that had been in effect 
for almost thirty years, that payments 
made by a company to a widow of a 
deceased employee are not taxable in- 
come to the widow because they are in 
the nature of gifts. There is no em- 
ployer and employee relationship be- 
tween the corporation and the widow. 
In one case! the court taxed such pay- 
ments if they were made on the basis 
of a contract between the husband and 
the employer. The new ruling will tax 
such payments whether voluntary or 
involuntary. The Bureau feels that they 
represent additional compensation for 
services that had been rendered to the 
employer. The exemption will still 
apply if the payments are not based 
upon any previous services of the hus- 


1 Flarsheim v. U. S., 156 F. 2d 105 (1946). 


12$ 


49 


api- 
lary 
eral 
na- 
the 
pur- 
for 
ry- 
sets, 
1es- 
ha 
bme 
buld 
api- 
Ses 
est- 
be 
ins. 
the 
ital 
sale 
ear 
vi- 
has 
of 
vill 
ne. 
lay 
the 
ild 
ne, 
on 
ed 
ar 
tal 
tal 
on a 
“ 
ed 
SS 
ve 


The New York Certified Public Accountant 


band, such as payments by the Carnegie 
Foundation for the Advancement of 
Teachers. This organization makes pay- 
ments to teachers not employed by it 
and also to widows of such teachers. 
In such a case even the payments to 
the teachers would be exempt. 

The ruling goes into effect on Janu- 
ary 1, 1951, so that all payments made 
up to December 31, 1950, may still be 
exempt. 

It is possible that the ruling may not 
stand up in the courts in the light of 
the April case.? The state will probably 
follow the new I.T. on this issue. (See 
also Tax Treatment of Payments to 
Widows of Deceased Employees by 
Benjamin Harrow, New York Certi- 
fied Public Accountant, March, 1950, 
p. 153-160.) 


Employees Stock Options 


The New York income tax law and 
regulations are silent on the question 
of whether stock options represent tax- 
able income, and the further question 
of when such options are taxable if 
they do represent taxable income. The 
problem has troubled the Internal Rev- 
enue Bureau for years. The basic issue 
reached the Supreme Court in 1945.3 
The court held that the employee re- 
ceived taxable income when he exer- 
cised the option and acquired stock 
having a market value in excess of the 
option price. 

The question is a troublesome one, 
since it is difficult for the average tax- 
paver to associate the purchase of 
property with the receipt of income. 
The purchase of property is usually the 
beginning of a possible tax transaction 
and no tax accrues until the transaction 
has been completed through a sale. 
It is true that Section 359 of the New 
York income tax law defines gross in- 
come to include “gains, profits and 
income derived from salaries, wages or 
compensations for personal service of 
whatever kind, and in whatever form 

2 Louise K. April, 12 T.C. 707 (1949). 

3 Com’r. v. Smith, 324 U. S. 177 (1945). 
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(Section 22(a) of I.R.C., to the same 
effect). Under this provision the option 
might be deemed the receipt of income 
in a form representing some equivalent 
of cash. If some value could be placed 
upon the option at the time of its re- 
ceipt, it is conceivable that the very 
receipt of the option might be taxed at 
that value and at that time. 

Article 21 of the Regulations pro- 
vides in part that “where property is 
sold by a corporation to a shareholder 
or by an employer to an employee, for 
an amount substantially less than its 
fair market value, such shareholder 

or employee shall include in 
gross income the difference between 
the amount paid for the property and 
its fair market value... .” The fed- 
eral rule (Reg. 101, Article 22(a)-1) 
is to the same effect, except that it 
adds the words, “to the extent that 
such difference is in the nature of com- 
pensation for services rendered... .” 
It is under this bargain purchase rule 
that an option was taxed at the time 
the employee exercised it. 


The inequity of the rule rests in 
the fact that the employee does not 
realize any cash income when he ex- 
ercises the option, and the payment 
of the tax at that time may work a 
real hardship. It might seriously in- 
terfere with the purpose of the stock 
option as an incentive device for the 
employee to acquire an ownership in- 
terest in his employer’s business. 

For options exercised after 1949, the 
Revenue Act of 1950 attempts to 
remedy this situation by providing that 
no taxable income is realized at the 
time the option is exercised. The reali- 
zation of income is deferred to the year 
in which the stock so acquired is sold. 
However, the application of this new 
provision is sttbject to certain con- 
ditions. 

First, the law applies only to cases 
where the option price is at least 85% 
of the fair market value of the stock 
at the time the option is granted. 
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Second, the “restricted” stock option 
cannot be transferred except by will 
or by operation of the laws of intestate 
succession. Third, the recipient of the 
stock option may not at that time own 
directly or indirectly more than 10% 
of the combined voting power of all 
classes of stock of the employer cor- 
poration, or of a parent corporation, 
if the option is for the purchase of 
stock of the parent corporation. Fourth, 
the employee must exercise the option 
while he is an employee or within a 
period of three months following the 
termination of his employment. Fifth, 
any stock acquired under the option 
may not be sold within a period less 
than two years subsequent to the date 
on which the option was granted. 
Sixth, the stock purchased must be 
held by the employee for a period of 
at least six months. 


When the stock acquired under a 
restricted stock option is sold, the em- 
ployee naturally realizes income. Nor- 
mally such income is of the capital 
gain type. However, if the stock sold 
had been acquired under a restricted 
stock option, a portion of any profit 
made may be taxed as ordinary income. 
It depends upon the option price in 
relation to the fair market value of the 
stock at that time. If the option price 
was at least 85% of the fair market 
price of the stock and less than 95%, 
then the employee will be deemed to 
have received compensation taxable as 
ordinary income in the year the stock 
was disposed of. Such income will be 
measured by the difference between the 
option price and the fair market value 
of stock at the time the option was 
granted, or the fair market value of 
the stock at the time the stock is sold, 
whichever is less. The balance of 
the gain will be treated as a long 
term capital gain. To avoid a tax as 
ordinary income the option price must 
be at least 95% of the fair market 
value of the stock. 


The new law contains one startling 
provision. Death of an individual while 
owning stock acquired under a restrict- 


| 


ed stock option is deemed to be a dis- 
position of the stock during the taxable 
year closing with his death. There 
would thus be accrued in the final re- 
turn of such individual any ordinary 
income or capital gain as if such stock 
had actually been sold. This provision 
may be an entering wedge to subject 
to income tax all appreciation in value 
of properties held by a decedent at 
death. 


Regular Monthly Meeting 

on State Taxation 

On Monday November 13, the reg- 
ular monthly meeting of our Society 
was devoted to the subject of State 
Taxes. Commissioner Allan Goodrich 
spoke on the administration of the tax 
laws within the department and Deputy 
Commissioner Mortimer Kassel spoke 
on current changes in the tax laws. 
After the speeches, the meeting was 
devoted to questions by the member- 
ship on current problems troubling 
taxpayers and their representatives. 
On the dais to assist in answering the 
questions were Commissioner Bates 
and Deputy Commissioners Emory W. 
Burton, George P. Klein, and Nathan 
H. Mitchell. 

One member wanted to know why 
the franchise tax return does not pro- 
vide space for-computing the tax under 
the salary elimination basis. Several 
members asked why the income result- 
ing from the sale of a business should 
be. subject to the unincorporated busi- 
ness tax, particularly if the selling 
price included some payment for good 
will. The carrying on of a business 
encompasses the winding up of the 
business through a sale and hence is 
part of the doing of business. 

After the meeting was adjourned 
one of the members asked what the tax 
effect would be if the sale of the busi- 
ness were taxed as an installment sale. 
Tn our opinion, the first installment 
paid in the year in which the business 
was sold would be included for pur- 
poses of the unincorporated business 
tax. However, subsequent installments 
under the present wording of Section 
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386, “any trade, business or occupation 
conducted or engaged in....”, would 
not be subject to the unincorporated 
business tax. 


One member suggested that the tax 
return for reporting income subject to 
the unincorporated business tax should 
be simplified to make it unnecessary 
to duplicate, in most cases almost figure 
for figure, the information contained 
in the return of income for income tax 
purposes. The suggestion has much 
to commend it. In fact, Commissioner 
Goodrich thought that if the net income 
on Schedule A of the income tax return 
were identical with line 32 of Schedule 
U-A of the unincorporated business 
tax return, the taxpayer need not re- 
peat the details showing how the net 
income is arrived at. This is, of course, 
generally not the case. It should also 
be remembered that the unincorporated 
business tax is under a separate article 
(Article 16A) of the law. 

Compliance with Article 16, the in- 
come tax law, is no guarantee, particu- 
larly in the matter of penalties, that 
a taxpayer has complied with the pro- 
visions of Article 16A. This has been 
brought home to many a taxpayer who 
does not file an unincorporated busi- 
ness tax return under the impression 
that he is not subject to the tax, 
although the taxpayer has filed an in- 
come tax return. If the Tax Commis- 
sion later determines that the taxpayer 
is subject to the unincorporated busi- 
ness tax, the notice of assessment now 
automatically contains a penalty of 5% 
of the tax for failure to file the return 
plus 1% a month. This is in accord- 
ance with Section 386j of Article 16A, 
which incidentally reads that “all the 
provisions of Section 376 (the income 
tax provision)” shall apply in the ad- 
ministration and enforcement of this 
article. It is no defense to the penalty 
provision to plead that the return as 
filed for income tax purposes contains 
all the information necessary for the 
determination of an unincorporated 


business tax and that, therefore, the 
filing of the income tax return should 
be treated also as a compliance with 
the requirement for the filing of an 
unincorporated business tax return. 
The meeting was well attended and, 
from the interest shown by the mem- 
bers and the many comments, the meet- 
ing was stimulating and enjoyable. The 
agreeable personal contact with tax 
officials continues to cement the pleas- 
ant relationship which our Society and 
its members enjoy with the tax officials. 
Commissioner Bates announced that he 
is meeting with representatives of our 
State Tax Committee to discuss recom- 
mendations for changes in the law to 
be submitted to the next legislature. 


Estate Tax — Non-resident’s Con- 
tract to Sell New York Realty— 
Death of Vendor Before Title Passes. 


A non-resident of New York owned 
real estate in New York. Prior to his 
death he entered into a contract to sell 
the real estate, but died before con- 
veying the property. The New York 
estate tax is imposed upon real prop- 
erty of a non-resident but not upon in- 
tangible personal property. The ad- 
ministrator of the estate argued that the 
contract of sale under the doctrine of 
equitable conversion worked a conver- 
sion of the real property into intangible 
personal property, the situs of which 
for estate tax purposes was the domi- 
cile of the decedent and not New 
York. The issue came before the Sur- 
rogate Court in New York County 
which held* that the property was in- 
cludible in the taxable estate as realty. 

In substance, the opinion holds that 
the doctrine of equitable conversion 
may apply as between the interested 
parties to a contract but the fiction 
of conversion cannot be extended to 
others, the State Tax Commission for 
example. Until an actual conveyance 
is made, the vendor retains full legal 
title to the property. He has a vendor’s 

(Continued on page 59) 


4 Estate of Hubert V. A. A. De Steuers, Surrogate’s Court, N. Y. County, N. Y. L. J., 


August 18, 1950, page 273. 
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Conducted by Louts H. Rappaport, C.P.A. 


bent time to time the SEC has issued 
opinions and decisions dealing with 
the subject of independence of account- 
ants. Some of these opinions were pub- 
lished in the April, 1950, and May, 
1950, issues of this publication. 

On October 3, 1950, Donald C. 
Cook, vice-chairman of the SEC, spoke 
before the annual meeting of the Amer- 
ican Institute of Accountants in Boston. 
In an appendix to this address, he 
attached a summary of informal SEC 
rulings, not previously made public, on 
the question of accountants’ independ- 
ence. These rulings make interesting 
reading and 14 of them are reproduced 
below; others will appear in a later 
issue. 

The reader’s attention is invited par- 
ticularly to #14 below. This ruling is 
not very helpful and raises more ques- 
tions than it answers. 

1. A partner in an accounting firm 
owned approximately 2% of the pre- 
ferred stock of a registrant at the time 
his firm made the audit of the accounts 
of the registrant. 

Held, the accounting firm of which 
this accountant was a partner could not 
he considered independent for the pur- 
pose of certifying the financial state- 
ments of the registrant to be filed with 
the Commission. The sale of such 
shares subsequent to the completion of 
the audit did not alter the fact that the 


Louris H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgom- 
ery, C.P.A’s., and is also a member 
of the American Institute of Ac- 
countants and of the American 
Accounting Association. 
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firm of accountants was not independ- 
ent at the time of the audit. 

2. In 1937 an accounting firm was 
held to be lacking in independence with 
respect to a registrant because a partner 
in the accounting firm was a director 
of the registrant. The partner resigned 
as a director and his firm withdrew 
from the 1937 audit but resumed cer- 
tification of the registrant’s statements 
for 1938 and subsequent years. In 1944, 
it was disclosed that the partner in the 
accounting firm owned 2,153 shares of 
the registrant of which 963 shares were 
owned in 1937 and 1,190 shares were 
acquired in the intervening years. The 
2,153 shares represented ownership of 
1.025% of the outstanding shares of 
the registrant. They were carried on 
the accountant’s books at $15,558 and 
had a market value of $27,989. 

Held, the accounting firm of which 
this accountant was a partner could not 
be considered independent for the pur- 
pose of certifying the financial state- 
ments filed with the Commission. 

3. The wives of partners in an ac- 
counting firm purchased about one-half 
of 1% of the outstanding capital stock 
of the registrant at regular market 
prices and the funds so invested repre- 
sented less than 5% of the combined 
wealth of the partners and wives in- 
volved. These shares were held at the 
time of registration with the Commis- 
sion. 

Held, the accounting firm of which 
these partners were members could not 
be considered independent for the pur- 
pose of certifying financial statements 
of the registrant filed with the Commis- 
sion. Held, further, the purchase and 
sale of a material amount of the regis- 
trant’s stock by the wives of the part- 
ners of the certifying accounting firm 
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during a period immediately prior to 
registration would adversely affect, if 
not destroy, the accounting firm's inde- 
pendence. Speculation of this kind in 
a registrant’s stock is incompatible 
with the maintenance of an objective 
and impartial viewpoint which is es- 
sential to an independent status. 


4. In the year of a proposed financ- 
ing by a registrant, an accountant ac- 
quired about 1% of the outstanding 
shares of capital stock of the registrant 
for an amount which represented less 
than 5% of his net worth. After the 
proposed financing, the shares held by 
the accountant would have a market 
value of 10% of his net worth. The 
accountant had audited the accounts of 
the registrant for several years prior to 
the acquisition of the stock. 


Held, the accountant could not be 
considered independent for the purpose 
of certifying financial statements of the 
registrant for the year in which the 
stock was acquired or for the two years 
immediately preceding the year in 
which the stock was acquired. Held, 
further, the sale of the stock after the 
close of the latest fiscal year for which 
statements are required to be filed 
would not remedy the situation. 


5. The wife of an accountant had a 
4714% interest in one of the three 
principal underwriters of a proposed 
issue by the registrant. 

Held, the accountant could not be 
considered independent for the purpose 
of certifying financial statements of the 
registrant. 

6. An accountant who certified the 
financial statements of a registrant was 
appointed treasurer of the registrant. 


Held, the accountant could not be 
considered independent for the purpose 
of certifying the financial statements 
of the registrant filed with the Commis- 
sion. Held, further, the accountant 
could not be considered independent 
for the purpose of certifying the finan- 
cial statements of another company 
registered with the Commission, the 
outstanding shares of which were held 
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in trust by officers of the registrant for 
the shareholders of the registrant. 

7. A partner in an accounting firm 
had previously been an accountant on 
the staff of another accounting firm 
which certified the financial statements 
of a registrant. While with that firm, 
the accountant was in charge of the 
audit of the registrant for 1940 and 
1941. On November 1, 1942, the ac- 
countant became treasurer of the regis- 
trant. He held this position until No- 
vember 15, 1943. On or about that 
date, the accountant left the employ of 
the registrant and organized his own 
firm which audited the registrant’s 
accounts in 1944, Inquiry was made 
as to whether in statements to be filed 
with the Commission the accounting 
firm of which the former, treasurer of 
the registrant was a partner could cer- 
tify to the financial statements of the 
registrant for 1945 and 1944 and refer 
to the audit made in 1943 by the inde- 
pendent firm which it was willing to 
accept. 

Held, the accounting firm could not 
be considered independent with respect 
to the registrant for the purpose of cer- 
tifying financial statements to be filed 
with the Commission. 

8. In addition to auditing the ac- 
counts of a hotel, an accounting firm 
provided the hotel with the services of a 
resident auditor, and a food controller 
who has no control over policies, per- 
sonnel, or records and is responsible 
only for gathering statistical data, both 
of which remained in the employ of the 
accounting firm. 

Held, the accounting firm could not 
be considered independent with respect 
to the hotel for the purposes of certi- 
fying financial statements to be filed 
with the Commission. 

9. A member of the firm of certifv- 
ing accountants was a director of the 
registrant, owned stock in the regis- 
trant, and was one of the trustees under 
a testamentary trust which controlled 
a substantial portion of the stock of the 
registrant. Inquiry was made as to 
whether the accounting firm could cer- 
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tify the financial statements of the pro- 
posed registrant if the member resigned 
as director of the corporation, or failing 
this, whether one of the fully-qualified 
members of the firm could certify if the 
designation of the accounting firm as 
accountants for the corporation was 
cancelled. 

Heid, the accounting firm of which 
the director was a member and each of 
the members thereof could not be con- 
sidered independent for the purpose of 
certifying the financial statements of the 
registrant even though the member of 
the firm resigned his directorship and 
the accounting firm was not designated 
accountants for the corporation. 

10. From September 1943 until 
January 31, 1946, a partner in an ac- 
counting firm was at ali times available 
for conferences with the registrant on 
accounting matters. The accountant 
also exercised some supervisory powers 
with respect to the corporation’s ac- 
counting procedures. 

Held, the accounting firm of which 
the accountant was a partner could not 
be considered independent for the pur- 
pose of certifying the financial state- 
ments of the proposed registrant for 
the fiscal years ended March 31, 1944, 
1945 or 1946 inasmuch as the corpora- 
tion’s accounting procedures were sub- 
ject to the supervision of the partner 
acting in the capacity of quasi- 
controller during part of the 1944 and 
1946 years and all of the 1945 year. 

11. An accountant was a partner of 
a registered broker-dealer with a 1% 
interest in the company. 

Held, the accountant could not be 
considered independent for the purpose 
of certifying the financial statements of 
the broker-dealer. 

* 12. An accountant was an inactive 
partner in one firm of accountants, 
“A”, and an active partner in another 
firm of accountants, “B”’. The account- 
ant’s share of the earnings from firm 
“A” consisted of an annual payment 
representing a percentage on his invest- 
ment. The active partner in firm “A” 
was formerly the resident manager of 
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an office maintained by an accounting 
firm which was the predecessor of firm 
“B”. All the partners of “B” were 
partners in the predecessor firm. The 
active partner in “A” was a director 
and owned a small stock interest in the 
registrant. Inquiry was made as to 
whether firm “B” could certify the 
financial statements to be filed with the 
Commission by the registrant. 

Held, accounting firm “B” could not 
be considered independent with respect 
to the registrant for the purpose of cer- 
tifying statements to be filed with the 
Commission. Held, further, the resig- 
nation of the active partner of firm “A” 
as director of the registrant and the 
sale of his shares in the registrant 
would not alter the status of firm “B” 
with respect to the registrant for the 
period in which he served as director 
or for any subsequent period if the ac- 
tive partner in “A” had participated in 
the formation of significant accounting 
policies persisting beyond the year in 
which he resigned of such a character 
as to place firm “B” in the position of 
auditing his decisions. 

13. An accountant who certified to 
the financial statements of a registrant 
was the father of the secretary-treas- 
urer of the registrant. The secretary- 
treasurer was employed by the regis- 
trant on a half-time basis. Prior to 
holding such position, the secretary- 
treasurer was employed by the 
registrant as its full-time principal ac- 
counting officer. 

Held, the accountant could not be 
considered independent for the purpose 
of certifying the financial statements of 
the registrant to be filed with the Com- 
mission. 

14. An accountant certified the fi- 
nancial statements of a brokerage 
firm in which his brother was a partner. 

Held, the relationships between the 
certifying accountant and his brother 
were such that the accountant could 
not be considered independent for the 
purpose of certifying the financial state- 
ments of the brokerage firm to be filed 
with the Commission. 
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Notes on Procedure Under the New York 
State Unemployment Insurance Law 


Conducted by SAMUEL S. REss 


HE New York State Unemployment 

Insurance Law provides for an 
elaborate system of resolving unem- 
ployment insurance disputes between 
the State of New York and employers. 
Accountants play a very important role 
in preparing and filing these reports in 
accordance with the law and regula- 
tions. Some of the disputes arise be- 
cause the State alleges that the employ- 
er has not filed a proper report on time 
or that the amount of taxable payroll 
reported and on which contributions 
are computed and paid is in error. An 
employer may dispute a penalty or in- 
terest assessment. Some penalty assess- 
ments may amount to 100% of the tax 
due or $500, whichever is less, because 


SAMUEL S. Ress has been an As- 
sociate Member of our Society since 
1936. He is a member of the New 
York Bar and holds the Juris Doctor 
degree from the New York Univer- 
sity School of Law, and the B.B.A. 
degree from The City College (New 
York) School of Business and Civic 
Administration. He is a tax consult- 
ant and has been a specialist in the 
payroll tax field since the inception 
of Social Security and Unemploy- 
ment Insurance Laws in 1936. He 
has drafted legislation related to un- 
employment insurance, health insur- 
ance, wages and hours and work- 
men’s compensation. 

Dr. Ress, who has written a num- 
ber of articles which have appeared 
in The New York Certified Public 
Accountant, is a member of the 
Society's Committees on Clothing 
Manufacturing Accounting and on 
Labor and Management. 
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a report had not been filed within 20 
days after notice and demand. 

An employer may claim he is entitled 
to a larger tax credit than had been 
allotted to him by the State, or claim a 
refund of an excessive tax assessment 
previously paid. On many occasions 
the employer becomes involved in an 
unemployment insurance hearing be- 
cause of a disputed unemployment in- 
surance benefit claim. As a result, an 
additional tax assessment may be levied 
on the employer which may amount to 
many times the sum involved in the 
immediate benefit claim being decided. 

An example of such a situation arose 
in a recent case involving an association 
of professional men and a former em- 
ployee who had been denied 4 weeks’ 
benefits amounting to $80. If it had 
been found that the claimant’s former 
employment with the particular em- 
ployer had been covered by the New 
York State Unemployment Insurance 
Law, then the association would have 
been faced with an unemployment in- 
surance tax assessment of over $10,000, 
exclusive of penalties and interest going 
back to the year 1936. 

The association in question had not 
filed any New York State unemploy- 
ment insurance reports because it had 
been exempted from the federal income 
tax. By appearing at the Referee’s 
hearing it was able to protect its inter- 
ests in the matter. If it had not ap+ 
peared it would not have been able to 
appeal from an unfavorable Referee’s 
decision, since the Appeal Board may 
not entertain an appeal by an employer 
who fails to appear at the Referee’s 
hearing. (Appeal Board case *#516-39 
and A66-39.) 

It is customary for the State authori- 
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Procedure Under N. Y. Unemployment Insurance Law 


ties to call for a preliminary conference 
with the employer and his representa- 
tive after they receive the demand for a 
hearing, within the twenty-day period 
following the issuance of a notice of 
determination by the State. 

The conferee is generally a senior or 
principal unemployment insurance pay- 
roll examiner. His function is to re- 
view the file prior to the conference 
and to recommend that the State with- 
draw or revise its original determina- 
tion as a result of information obtained 
thereat, as well as to gather additional 
facts in support of the State’s case. The 
conferee also attempts to have the tax- 
payer withdraw his request for a formal 
hearing and agree to the determination. 
On the whole, the conference gives 
the client and his accountant an oppor- 
tunitv to work out some settlement of 
the dispute, on the basis of the facts 
and the law. 

However, if the taxpayer does not 
withdraw his request for a hearing, the 
matter goes to the Referee and the 
assessment or determination is held in 
abeyance pending the decision of the 
Referee. 


Hearings Before Referees 


Employers may make applications 
for hearings under section 620, sub- 
division 2, of the New York State Un- 
employment Insurance Law, with re- 
spect to contributions. The employer 
who claims to be aggrieved by any de- 
termination, rule, or order issued by the 
Industrial Commissioner under any 
provision of the Unemployment Insur- 
ance Law may, pursuant to this section 
of the law, apply to the Commissioner 
for a hearing before a Referee within 
20 days after the mailing or personal 
delivery of notice of such determina- 
tion, rule, or order. The application 
for such hearing should be in writing 
and should state clearly and concisely 
the reasons for such application. 

Conduct of Hearings. Hearings are 
conducted by a Referee. All parties 
and witnesses testify under oath or by 
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affirmation, and a stenographic record 
of the proceedings is made and kept. 

The Referee conducts the hearing in 
such order and manner and with such 
methods of proof and interrogation as 
he deems best suited to ascertain the 
facts and to determine the substantial 
rights of the parties. All parties are 
accorded a full opportunity to present 
such testimony and evidence as may be 
pertinent. The Referee is not bound 
by common law or statutory rules of 
evidence, or by a technical or formal 
rules of procedure. 

In the discretion of the Referee, any 
issue in a case or any other issue re- 
lated thereto may be heard and deter- 
mined, though not specifically indicated 
in the notice of hearing, if the speedy 
administration of justice without preju- 
dice to any party will be substantially 
served thereby. 

Any party may appear in person 
without a representative, or he may be 
represented by an agent. On any hear- 
ing the Referee examines the parties 
and their witnesses. Any party to the 
proceeding or his agent has the right 
to examine and cross-examine parties 
and their witnesses. 

In his discretion, the Referee ‘may 
consolidate two or more cases where 
the interests of justice will be served 
and where there will be no prejudice 
to the substantial rights of the parties. 

Investigations. Whenever, prior to 
or in the course of a hearing before the 
Referee or Appeal Board, it develops 
that an investigation or payroll exami- 
nation is necessary to aid in the deter- 
mination of a case, the Referee or the 
Appeal Board, in their discretion, may 
request that such investigation or pay- 
roll examination be made through the 
appropriate agency of the division,— 
the audit section. Hearings are ad- 
journed pending receipt of the report 
of stich investigation or examination. 

On application duly made, a Referee, 
in his discretion, may reopen a case 
where his decision was rendered upon 
the default of a party affected thereby. 
Such application shall be made to the 
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The New York Certified Public Accountant 


Referee who rendered the original de- 
cision unless such Referee is absent, 
disabled, disqualified, or no longer serv- 
ing. This is important where the em- 
ployer failed to appear originally and 
therefore may not appeal to the Appeal 
Board. 

Decisions of Referee. The Referee 
is supposed to render his decision in 
writing within five days after the hear- 
ing is concluded. Generally, the deci- 
sion concisely recites the issues in- 
volved, the findings of fact, and the 
conclusion of the Referee with his rea- 
sons therefor. 

Decisions are accompanied by notice 
to the parties of their right of appeal 
and the method by which such appeal 
may be taken pursuant to law. 

The Referee’s decision is mailed or 
delivered to the Industrial Commis- 
sioner or to an office designated by him 
and to all parties affected thereby. 


Appeals to Appeal Board 


Appeals from Referees’ decisions 
under the provisions of section 621 of 
the Unemployment Insurance Law 
should state the reasons for such ap- 
peal. The notice of appeal must be filed 
within 20 days after the mailing or 
personal delivery of notice of the Ref- 
eree’s decision. 

On all appeals taken, the Board 
notifies the Industrial Commissioner 
and all parties affected by the decision 
of the Referee who appeared at the 
hearing, that briefs or written state- 
ments may be filed with the Board 
within seven days following date of 
such notice. 

Appearances before the Board. Where 
the Board decides to conduct a hearing, 
the Industrial Commissioner or any 
party on appeal may be represented by 
an agent, and such party or agent may 
appear before the Board to presen? oral 
argument or further evidence. Such 
appearance may be requested by the 
Board on its own motion. 

Any party to an appeal desirous of 
appearing personally or through his 
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agent may, within seven days following 
the date of the Board’s notification that 
an appeal has been taken, apply to the 
Board for leave to appear. Such appli- 
cation should set forth the reasons why 
such appearance is deemed necessary 
to full consideration of the issues raised 
by the appeal. If the Board grants such 
application, it will fix a time and place 
for hearing. 


Conduct of Appeals. The Board may 
decide any case appealed to it on the 
basis of the record and of evidence 
previously submitted in such case; or it 
may, in its discretion, hear argument 
or hold a further hearing. Upon such 
hearing, the Board may limit the 
parties to oral argument; or it may, in 
its discretion, permit the calling of 
additional witnesses or the introduction 
of further evidence upon such issues as 
may be determined by the Board. Upon 
such hearing, any party to the proceed- 
ing shall have the right to call, examine, 
and cross-examine witnesses and to in- 
troduce documentary or other evidence 
bearing upon such issues. In its discre- 
tion, the Board may require that briefs 
or memoranda of law submitted to it be 
served upon the adverse parties. 

In hearings and appeals under any 
provision of the law, the Appeal Board, 
like the Referee, is not bound by com- 
mon law or statutory rules of evidence 
or by technical or formal rules of pro- 
cedure, but may conduct the hearings 
and appeals in such manner as to ascer- 
tain the substantial rights of the parties. 
However the Board is bound by court 
decisions on substantive phases of the 
law. 

Where no appeal was duly taken, the 
Board may not modify or rescind a 
Referee’s decision, pursuant to its own 
motion or upon application duly made 
to it under section 620, subdivision 3, 
unless the case shall be first set down 
for a hearing before the Board or a 
member thereof. Such hearing must be 
scheduled and conducted in the manner 
provided in the rules for appeals. 

In its discretion, the Board may con- 
solidate two or more appeals where the 
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Procedure Under N. Y. Unemployment Insurance Law 


interests of justice will be served and 
where there will be no prejudice to the 
substantial rights of the parties in- 
volved. 


Time and Place of Hearing. Hear- 
ings may be held at the offices of the 
Board in New York City and Albany, 
at the local offices, and elsewhere 
throughout the state at such times as 
the Board may designate. Adjourn- 
ments may be directed or granted by 
the Board or presiding member, as the 
interests of justice may require. 


Decisions and Further Appeals. De- 
cisions shall contain the findings of fact, 
the conclusions, and the reasons there- 
for and shall be mailed to the Industrial 
Commissioner and all parties affected 
who appeared at the hearing before the 
Referee. 

A further appeal may be taken from 
the decision of the Appeal Board to the 
Appellate Division, 3rd Department. 
Only questions of law may be appealed. 
The findings of fact by the Appeal 
Board are final and not subject to fur- 
ther appeal. 


New York State Tax Forum 


(Continued from page 52) 


lien, he may sue for specific perform- 
ance, he may foreclose a lien, he may 
recover actual possession and the like. 
Until he has actually parted with title 
he retains a substantial interest in the 
property, and he may resort to the 
courts of the state for protection of 
that interest. The court goes on to 
show that the doctrine of equitable 
conversion does not in fact change the 
vendor’s interest from real estate to 
personal property. The vendor at all 
times has a well defined and substantial 
interest in the property, subject only 
to specific contract obligations to deal 
with the property in a prescribed man- 
ner and to convey it upon the vendor’s 
tender of performance. The interest 
continues to consist of real property 
until actual conveyance is made. The 


5 137 N. Y. 77 (1893). 
6 Matter of Baker, 67 Misc. 360 (1910). 


vendor does not have a mere chose in 
action for the purchase money. 

Earlier cases had been in conflict. 
The court referred especially to Matter 
of Swift,5 which considered the appli- 
cation of the general theory of conver- 
sion in the field of taxation. Therein 
the court said, “The question of the 
jurisdiction of the state to tax is one 
of fact and cannot turn upon theories 
or fictions; which, as it has been ob- 
served have no place in a well adjusted 
system of taxation.’ In another cited 
case® the court said, “The fiction of 
conversion adjusts rights and imposes 
equities, but it cannot change facts or 
work inequity. . .. the legal owner 
of the lands retains as to persons not 
in equitable relations to himself all the 
rights and duties which belong to his 
(title).” 
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Cases and Points on Professional Ethics 


In this column we are going to dis- 
cuss problems of professional ethics 
that confront the C.P.A. in the conduct 
of his practice. Many of these problems 
are based on case histories from the 
files of the Committee on Professional 
Conduct, with names and identifying 
details omitted. We believe these dis- 
cussions should prove helpful in clari- 
fying the ethical principles which must 
be observed by members of our pro- 
fession and the role played by the Com- 
mittee on Professional Conduct in the 
enforcement of the Rules of Profes- 
sional Conduct, 


At the outset, we wish to direct at- 
tention to the fact that the overwhelm- 
ing majority of the members of our 
Society accept and conform to the Rules 
of Professional Conduct as a matter 
of course. They do not think of violat- 
ing these rules any more than they 
would think of committing a crime or 
any other anti-social act. At heart, the 
average C.P.A. is a respectable, law- 
abiding citizen who desires to do the 
right thing by his fellow-practitioners 
and the clients and public whom he 
serves. The transgressors are a small 
minority. This is evidenced by the small 
number of complaints lodged against 
members of the Society in any year. 
And many of these complaints involve 
casual and unintentional breaches of 
the rules rather than wilful cases of 
misconduct. 


Here is an example of a complaint 
recently filed against a member of our 
Society, whom we will call Mr. John 
Doe. Mr. Doe decided to give up his 
office in Manhattan and to conduct his 
accounting practice from his home else- 
where. He accordingly inserted an 
announcement (2 columns in width and 
3 inches in depth) in the local news- 
paper, which read something like this: 
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John Doe 
Certified Public Accountant 
Member of New York State Society 
of Certified Public Accountants 


Address 


Audits—Systems—Special Examinations 
Specialist in Automobile Dealers’ Accounts 


Two days after the above announce- 
ment appeared, a member of the Society 
sent a copy thereof to the Society’s 
office, with the request that prompt 
action be taken against the offender. 
We wrote a letter to Mr. Doe point- 
ing out that his announcement violated 
Rule 10 against advertising and re- 
questing assurances that he would de- 
sist from such practice in the future. 


Mr. Doe sent a friendly and dis- 
arming letter in reply. He said that he 
really thought that his newspaper ad- 
vertisement was a dignified announce- 
ment of his change of address and 
that it was permitted by Rule 10. 
Furthermore, he declared, that he ran 
the announcement in the local news- 
paper for only one day and had no 
intention to run it again. Mr. Doe 
also sent us a copy of a newspaper 
advertisement by an anonymous ac- 
countant using a box number, and 
copies of two rather flagrant advertise- 
ments by accountants in the county 
telephone directory, with the inquiry, 
‘What about these fellows?” 


After due reflection, we wrote an- 
other letter to Mr. Doe. We pointed 
out that the trouble with his announce- 
ment was that it contained no reference 
to “a change of address or personnel” 
and read like an ordinary advertisement 
in which the advertiser seeks to solicit 
business. The phrase, “Specialist in 
Automobile Dealers’ Accounts’, we ob- 
served, smacked of advertising one’s 
professional attainments or services 
contrary to the intent of Rule 10. 


(Continued on page 63) 
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Office and Staff Management 


A forum for the exchange of views and information on all 
aspects of the administration of an accounting practice. 


department made its bow to 
the readers of The New York Cer- 
tified Public Accountant last month. 
However, little effective time has 


_ elapsed between the publication date of 
’ the first issue and the closing date of 


this, the second issue, to have permitted 
members and subscribers to do much 
more than learn of its initiation. 


The department’s primary object is 
to aid accountants in the improvement 
of the efficiency and standards of their 
office and staff operations by making 
available to them information as to the 
best prevailing practices, and develop- 
ments, in this field. Some consideration 
will be given to accountants’ partner- 
ship problems. The success of this ef- 
fort will depend to a large extent on 
the willingness of members of our So- 
ciety, and other subscribers, to share 
information that is not of a confidential 
nature, or is kept anonymous. As in 
the field of insurance, small contribu- 
tions by individual participants pay 
off many times over in benefits re- 
ceived. It is hoped that this department 
will “pay off” monthly. 

You can be helped—by submitting 
your administration problem to this 
department in a written inquiry ad- 
dressed to 
The Editor, Office and Staff Management, 


The New York Certified Public Accountant, 
677 Fifth Avenue, New York 22, N. Y. 


You can help others, and incidentally 
your profession—by contributing infor- 
mation required to answer questions 
raised in this column, and by sub- 
mitting, «unsolicited, any information 
and ideas on administration that you 
believe will be helpful to other mem- 
bers. Contributors’ names will be pub- 
lished unless they request anonymity. 


Accounting Partnership 
Agreements 

There has been a sharp increase lately 
in requests for information concerning 
provisions in accounting partnership 
agreements. For the benefit of others 
who may be interested, it should be 
known that there are available at the 
Society’s office, for consultation by 
members, copies of a survey of the 
provisions of 26 typical partnership 
agreements that were submitted to the 
Committee on Administration of Ac- 
countants’ Practice for analysis. 

Those who are particularly inter- 
ested in the subject of “goodwill” in 
an accounting practice may be helped 
by an article on that subject by Max 
Block, C.P.A., published in the N. Y. 
C.P.A. issue of June, 1946. 


Personnel Interviewing 

Anyone whose job it is to interview 
applicants will find it helpful to use a 
form which serves as a check list for 
questions to be asked and provides 
space for immediate notations of re- 
plies and observations made. Such a 
form was recently submitted to this 
department and is reproduced on the 
next page (62). 

It would be of interest to see what 
other types of this form are in use. 
If you use one that has improvements, 
send it in for analysis. 


Retention of Records 


A chronic problem that confronts 
accountants is the question of how long, 
and how, to preserve clients’ records. 
Articles on this subject have appeared 
in accounting journals. In the Decem- 
ber, 1948, issue of the N.Y.C.P.A. a 
comprehensive article by George N. 
Farrand, C.P.A., will be found. 
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b 
d 
INTERVIEWERS IMPRESSIONS AND CHECK LIST tI 
il 
C 
Name OF APPLICANT Date 
le 
Jos INTERVIEWER 
*RATING 
CHARACTERISTIC E P REMARKS 
MANNERS d 
(Courtesy, Gestures) fc 
APPEARANCE 


(Po1se,ORESS, CLEANLINESS, FEATURES) 


Use oF LANGUAGE 
(VocaBuLaRY, GRAMMAR) 


VoIce 
(PLEASANTNESS, CLEARNESS, ACCENT) 


PERSONAL CHARACTERISTICS: Pp 
(FRIENDLINESS, AGGRESSIVENESS, 0 
SELF-CONFIDENCE, NERVOUSNESS) a 


VISION AND HEARING v 
*E- EXCELLENT S- SATISFACTORY P- POOR 
COVERED OR C 
CHecx List (To BE COVERED AT INTERVIEW) CHECKED 


REASONS FOR LEAVING PREVIOUS JOBS 

PRINCIPAL OUTSIDE INTERESTS 

HEAL TH=PHYSICAL DEFECTS 

MILITARY KANK AND OUTIES 

RELATIONSHIP OF DEPENDENTS AND AGE OF CHILOREN 
ACCOUNT FOR ALK TIME 


Cueck List (CHECK UPON HIRING) 
REFERENCES 
INVESTIGATION 
DISCHARGE PAPERS 
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Office and Staff Management 


However, when the question is raised 
by clients, the answer is a good deal 
different. Accountants interested in 
this phase will find valuable material 
in the following two articles in “The 
Controller” — 

March, 1950—“Tackling the Prob- 
lem of Records Retention” 

December, 1948—“What to Do with 
Old Records”. 


Follow-up 


Last month a call was sent out for 
data on the organization of staff rooms 
for staffs up to 50 men. The major 


aspects to be covered are lay-out, facili- 
ties, and supervision and control of 
personnel in staff room. Please send in 
a brief summary of your staff room set- 
up to The Editor. 

Also, a suggestion was reported for 
a monthly luncheon meeting of account- 
ants dealing with administration mat- 
ters. Such meetings would permit an 
oral exchange of ideas and discussion 
of problems, and could be held in 
various localities, generally within 
walking distance of the office. If in- 
terested, drop a card to The Editor 
and say so. In these emergency days, 
this may be a very helpful plan. 


Cases and Points on Professional Ethics 
(Continued from page 60) 


We thanked Mr. Doe for his 
promise to observe the Society’s Rules 
of Professional Conduct in the future 
and assured him that we were proceed- 
ing against the two accountants who 
violated the rule against improper 
directory listings. We explained that 
it was difficult to do very much in the 
case of anonymous advertisers who 


hide their identity behind a box num- 
ber. 

Mr. Doe's case illustrates how a 
typical complaint originates and how 
it is processed and disposed of. You 
will no doubt agree that Mr. Doe’s 
violation of the rule against advertising 
was unintentional and that his attitude 
toward the Society and the profession 
was cooperative. 
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CORRESPONDENCE 


To the Editor of The New York 
Certified ‘Public Accountant: 


The short form of report or opinion 
recommended for use by acocuntants 
is a hardy perennial though modified 
in form from time to time. That in use 
at the present time is certainly a con- 
siderable improvement in construction 
and punctuation over the one preceding 
it which was adopted, I think, in Octo- 
ber 1939, The 1939 form did not die an 
untimely death, and passed out without 
flowers being strewn on its grave. 

When I read articles in the Journal 
of Accountancy and in The New York 
Certified Public Accountant well and 
gracefully written by accountants it 
makes me wonder why accountants, 
when faced with the problem of writing 
a short report, should compose some- 
thing so ungraceful and stilted as they 
seem to have done in the past. It was 
a pleasure, not a complete delight as | 
shall explain later, but still a pleasure 
to read in The New York Certified 
Public Accountant for October, Mr. 
Alden C. Smith's quotations from some 
annual reperts written in a somewhat 
new style. The form in general use at 
the present time may affect readers as a 
litzny with which they are so familiar 
that it might be skipped after reading 
the first line. 

Mr. Smith’s quoted reports have the 
advantage of presenting references to 
any qualifications early and so catching 
the eye almost immediately. They are 
also a simplification, in that reference 
is made only once in a report to the 
company’s name and the financial state- 
ments are only named in detail once. 
These two new phases incline me to 
favor a report based on the style Mr. 
Smith has presented. In a report of 
only one or two paragraphs it seems 
awkward to name the company and the 
statements twice. 

It seems to me that some minor de- 
tails could be improved. It is the custom 
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where a date is given, such as Decem- 
ber 31, 1949, to enclose the year in 
commas. For examples of this practice 
see the Tax Court reports where fre- 
quent reference is made to dates. I find 
the expression “fairly present” used 
twice and “present fairly” used three 
times. The second form is that now 
used in the standard short report, while 
the first is that favored by H. W. 
Fowler the eminent English gram- 
marian and lexicographer who holds 
that, with rare exceptions, in the case 
of a transitive verb the adverb should 
either precede the verb or follow the 
object. If, in the current form in use, 
“present fairly” appears with the word 
“fairly” placed next to the words “the 
financial position” in order to indicate 
that it applies with special emphasis to 
the fair statement of the financial posi- 
tion, then I would say get an adjective 
not an adverb to modify a noun. I won- 
der if any thought has been given to the 
possibility of saying that the statements 
comprise a fair presentation of the fi- 
nancial position, etc. Only one more 
thought and I shall cease carping. I do 
not like the expression “for the year 
then ended.” It seems singularly un- 
graceful. Rather let us say for the 
year 1949, or if for a fiscal year, say 
“for the fiscal year which ended on that 
date.” I have not searched out the 
grammar of the phrase “year then end- 
ed” but I know I have never heard it 
or read it except in the short form re- 
port of accountants, and then always 
with a shudder. 


Yours very truly, 


A. S. FEDpDE 
New York, N. Y. 


Reply by Mr. Smith: 


I was gratified to read that Mr. 
Fedde favors the revised form of ac- 
countants’ opinion and I would have 
no objection to the changes suggested 
by him. As regards the particular items 
referred to in his letter, I find that the 
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Correspondence 


StyLE Book of The New York Times 
for 1950 states: 

“In financial advertisements a date is 
frequently given with the comma omitted 
after the year, such as ‘payable April 1, 
1936 to stockholders of record.’ This is 
perfectly good usage and should be 
allowetl to stand.” 

The inconsistency in the use of the 
expression “fairly present” or “present 
fairly” in the accountants’ opinions in- 
cluded as examples in the article in 
The New York Certified Public Ac- 
countant undoubtedly arises from indi- 
vidual preferences. The Better Speech 
Institute of America says “the adverb, 
like the adjective, may be found in 
either of two positions: (1) it may 
follow an adverb immediately; (2) it 
may precede a verb, an adjective or 
another adverb.” 

The use of the phrase “for the year 
ended” I believe is grammatically cor- 
rect, even though it does have a rather 
blunt sound. Certainly it has the bless- 
ing of common usage in accountants’ 
opinions. 

Very truly yours, 
ALDEN C, SMITH 
New York, N. Y. 


To the Editor of The New York 

Certified ‘Public Accountant : 

I have read Mr. Leopold Roeder’s 
article on “Church Accounting” which 
appeared in your November, 1950, is- 
sue, and the procedure outlined will 
prove, no doubt, satisfactory in many 
instances. I would like to report, how- 
ever, what we do in our Community 
Center, without repeating what Mr. 
Roeder has so ably described. 

We do not conduct our books on a 
cash basis, as the article infers such 
institutions should do, as we feel, in 
doing so, we would give our Directors 
a distorted picture of our finances. Our 
income is derived from various fund- 
raising drives at certain times of the 
vear. Most of our members pay their 
membership dues at the beginning of 
our fiscal period which is in September, 
which we believe should be pro-rated 
to reflect the period reported. If the 
cash basis method of reporting were 


employed, under these circumstances, 
it would show an unrealistic net in- 
come, if the period covered coincided 
with one of those fund-raising drives. 
We show the pro-rata income with the 
corresponding expenses incurred for 
the period whether paid or not. In 
other words, there would be a great 
deal of income with the usual expenses 
during a period in which there is a 
fund-raising drive, and an extraordi- 
nary deficit during the period in which 
no fund-raising takes place. That is the 
condition, I suppose, in which all insti- 
tutions, incorporated under Religious 
Act, find themselves, and that is the 
reason why the accrual method of re- 
porting should be employed. 

Furthermore, we carry an account 
receivable controlling account in the 
general ledger, as we feel, contrary to 
Mr. Roeder, that pledges and member- 
ship dues are definite commitments, in 
spite of the fact that they are volun- 
tary and subject to cancellation on the 
part of the donor, although we have 
never attempted to force collection of 
any of the accounts since our inception, 
as most of our pledges are paid in full. 
In reporting to our Board of Directors, 
we age these accounts receivable, and 
we are able to tell which we will collect 
and which are doubtful due to removal 
from the Community, setting up re- 
serves to cover this contingency. Also, 
in that way we are able to verify the 
schedule of the individual accounts re- 
ceivable, as we have the controlling 
accounts in the general ledger. 

We do not receive much income in 
the form of cash. Most of our income 
is paid by check, as the donors thereof 
realize that this is the best method of 
payment in order to substantiate their 
contributions for income tax purposes. 
Where actual cash is collected such as 
check room gratuities, the system of 
dual control, as outlined by Mr. Roeder, 
is in use, 

We have a complete set of books, the 
same as a commercial establishment. 
Where funds are donated for specific 
purposes, such funds are deposited in 
special banking accounts. 
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The New York Certified Public Accountant 


We lay stress on our budget which 
we prepare in May of each year for the 
ensuing vear. We forecast where our 
money is to go, and where it is expected 
to come from, and we publish this bud- 
get in an annual brochure for public 
consumption. Besides our Board of 
Directors, we would like our Commun- 
ity to know what is going on. 

Our Center is fortunate to have quite 
a few members who are also members 
of the New York State Society of 
Certified Public Accountants, and these 
men have zealously and faithfully given 
their time and effort gratuitously in 
helping to achieve the results in main- 
taining accurate accounting records 
along the lines above described. 

Very truly yours, 
O. OcpEN HERSON 
New York, N. Y. 
To the Editor of The New York 

Certified Public Accountant: 

I should like to reply to Mr. Stoll- 
meyer’s answer in the November, 1950, 
issue to my letter which appeared in 
the October, 1950, issue. 

In his article (September, 1950, is- 
sue) Mr. Stollmeyer posed a very 
interesting problem concerning the fi- 
nancial presentation of certain real 
property. At that time I felt that the 
orientation of his article bolstered itself 
on certain legal technicalities. 

However, after reading the answer 
to my letter, I find that Mr. Stollmeyer 
has retreated his position to an unten- 
able point. The crux of his answer is 
found in this sentence, “We are dealing 
with certain facts, namely that the 
property value has risen and we have 
obtained additional cash through in- 
creasing the loan.” 

No one disputes the facts. The dis- 
puted point resolves itself into this 
question : Does the creation of a secured 
loan, with liability limitation to the 
mortgagor, in excess of the net cost of 
the pledged asset, result in a surplus? 

I know of no accounting convention 
(aside from Mr. Stollmeyer’s develop- 
ment of balance sheet presentation, 
whatever that may mean) which sanc- 
tions such approach. Rather I am quite 
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familiar with the opposite: that fixed 
assets should be valued at a cost basis. 

It appears to me that the surplus 
mentioned above bears more the mark- 
ings of an anticipatory profit than an 
innocent, “surplus arising from revalu- 
ation of fixed assets.” . 

In my opinion, it runs counter to ac- 
ceptable accounting convention to sub- 
stitute for thecost basisa valuation which 
pillars itself on profit anticipation. 

Very truly yours, 
MARTIN GREENBLATT 
Levittown, N. Y. 


Reply by Mr. Stollmeyer: 

I have read with interest Mr. Green- 
blatt’s reply to my answer (published 
in the November, 1950, issue) to his 
letter published in the October, 1950, 
issue. 

I believe we are in agreement in that 
we both advocate that the property 
should be stated at cost. Our difference 
lies merely in our balance sheet treat- 
ment of the mortgage ; he advocates in- 
cluding the mortgage among the liabili- 
ties whereas I, for reasons stated in my 
article and in my former letter, advo- 
cate showing the mortgage as a deduc- 
tion from the property (carried at cost) 
with the excess of mortgage, if any, 
transferred to the surplus section. 

In raising the question of ‘“anticipa- 
tory profits,” I can only refer Mr. 
Greenblatt to my original article in the 
September, 1950, issue in which the 
nature of the excess of the mortgage 
over the property cost was discussed 
at some length. As there pointed out 
the excess “is in the nature of a tem- 
porary surplus credit. It is not realized, 
and therefore not earned surplus until 
we dispose of the building.” There was 
no thought of “anticipatory profits.” I 
believe that the existence of such a 
credit is of significance to many who 
are interested in financial statements 
of real estate concerns and therefore 
should not be buried in the conven- 
tional balance sheet. 

Very truly yours, 
A. M. STOLLMEYER 
New York, N. Y. 
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| OFFICIAL DECISIONS and RELEASES | 


ACCOUNTING RESEARCH 
BULLETINS 
Issued by the 
COMMITTEE ON ACCOUNTING PROCEDURE, 
AMERICAN INSTITUTE OF ACCOUNTANTS, 
270 Madison Avenue, New York 16, N. Y. 


Copyright 1950 by American Institute of Accountants 


No. 40 September, 1950 


Business Combinations 

1. Whenever two or more corporations 
are brought together, or combined, for the 
purpose of carrying on in a single corporation 
the previously conducted businesses, the ac- 
counting to give effect to the combination 
wlll vary depending upon whether there is a 
continuance of the former ownership or a 
new ownership.! This statement has been 
prepared (a) for the purpose of differentiating 
between these two types of corporate com- 
binations, the first of which is designated 
herein as a pooling of interests and the second 
as a purchase, and (b) to indicate the nature 
of the accounting treatment appropriate to 
each type. 

2. For accounting purposes, the distinction 
between a pooling of interests and a purchase 
is to be found in the attendant circumstances 
rather than in the legal designation as a 
merger or a consolidation, or legal considera- 
tions with respect to availability of net assets 
for dividends, or provisions of the Internal 
Revenue Code with respect to income taxes. 
In a pooling of interests, all or substantially 
all of the equity interests in predecessor cor- 
porations continue, as such, in a surviving 
corporation! which may be one of the prede- 
cessor corporations, or in a new one created 
for the purpose. In a purchase, on the other 
hand, part or all of the ownership of the ac- 
quired corporation is eliminated. A plan or 
firm intention and understanding to retire 
capital stock issued to the owners of one or 
more of the corporate parties, or substantial 
changes in ownership occurring immediately 
before or after the combination, would also 
tend to indicate that the combination is a 
purchase. 

3. Other factors to be taken into considera- 
tion in determining whether a purchase or a 
pooling of interests is involved are the rela- 
tive size of the constituent companies and the 
continuity of management or power to control 
the management. Thus, a purchase may be 
indicated when one corporate party to a 


combination is quite minor in size in relation 
to the others, or where the management oi 
one of the corporate parties to the combina- 
tion is eliminated or its influence upon the 
management of the surviving corporation is 
quite small. Other things being equal, the 
presumption that a pooling of interests is 
involved would be strengthened if the activi- 
ties of the businesses to be combined are 
either similar or complementary. No one of 
these factors would necessarily be determina- 
tive, but their presence or absence would be 
cumulative in effect. 

4, When a combination is deemed to be a 
purchase the assets purchased should be re- 
corded on the books of the acquiring company 
at cost, measured in money or the fair value 
of other consideration given, or at the fair 
value of the property acquired, whichever is 
more clearly evident. This is in accordance 
with the procedure applicable to accounting 
for purchases of assets. 

5. When a combination is deemed to be a 
pooling of interests, the necessity for a new 
basis of accountability does not arise. The 
book values of the assets of the constituent 
companies, when stated in conformity with 
generally accepted accounting principles and 
appropriately adjusted when deemed neces- 
sary to place them on a uniform basis, should 
be carried forward; and retained incomes of 
the constituent companies may be carried 
forward. If one party to such a combination 
had been acquired as a subsidiary by another 
such party prior to the origin of a plan of 
combination, the parent’s share of the retained 
income of the subsidiary prior to such acqui- 
sion should not be included in the retained 
income account of the pooled companies. 

6. Due to the variety of conditions under 
which a pooling of interests may be carried 
out it is not practicable to deal with the 
accounting presentation except in general 
terms. A number of problems will arise. 
For example, the aggregate of stated capital 
of the surviving corporation in a pooling of 
interests may be either more than, or less 
than, the total of the stated capital of the 
predecessor corporations. In the former event 
the excess should be deducted first from the 
aggregate of any other contributed capital 
(capital surplus), and next from the aggre- 
gate of any retained income (earned surplus) 
of the predecessors ; while in the latter event 
the difference should appear in the balance- 


1 When the shares of stock in the surviving corporation that are received by the several owners of 
One of the predecessor companies are not substantially in proportion to their respective interests in the 
predecessor company, a new ownership or purchase of such company is presumed to result. 


1951 


67 


| | 
ark- 
1 an a 
‘alu- 
sub- 
hich 
-en- 
hed 
his 
50, 
hat 
rty 
nce 
i 
in- 
my 
uc- 
st) 
ny, 
pa- 
Tr. 
the 
the 
ge | 
sed 
m- 
ed, 
itil 
ras 
ho 
1ts 
re 
|_| 
ry q 


The New York Certified Public Accountant 


sheet of the surviving corporation as other 
contributed capital (capital surplus), analog- 
ous tu that created by a reduction in stated 
capital where no combination is involved. 


The statement entitled “Business Com- 
binations” was unanimously adopted by 
the twenty-one members of the committee. 
Messrs. Andrews, Paton, and Wellington 
assented with qualification. 


Messrs. Andrews, Paton, and Wellington 


qualify their assent because they believe 
Paragraph 5 is misleading in so far as it 
fails to make clear that any adjustment of 
asset values or of retained income which 
would be in conformity with generally ac- 
cepted accounting principles in the absence 
of a combination would be equally so if 
effected in connection with a pooling of 
interests. 


ES 


1. Accounting Research Bulletins represent the considered opinion of at least two- 


thirds of the members of the committee on accounting procedure, reached on a formal 
vote after examination of the subject matter by the committee and the research depart- 
ment. Except in cases in which formal adoption by the Institute membership has been 
asked and secured, the authority of the bulletins rests upon the general acceptability of 
opinions so reached. (See Report of Committee on Accounting Procedure to Council, 


dated September 18, 1939.) 


2. Recommendations of the committee are not intended to be retroactive, nor 
applicable to immaterial items. (See Bulletin No. 1, page 3.) 

3. It is recognized also that any general rules may be subject to exception; it is 
felt, however, that the burden of justifying departure from accepted procedures must 
be assumed by those who adopt other treatment. (See Bulletin No. 1, page 3.) 
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The November, 1950, issue of The 
New York Certified Public Accountant 
(Volume XX, No. 11, pages 694-695 ) 
reproduced the text of the “Revisions of 
the Regulations of the Commissioner of 
Education Governing Higher and Pro- 
‘fessional Education—Article XI, Cer- 
tified Public Accountancy.” 


Under date of October 31, 1950, Mr. 
John R. Wilkinson, Executive Secre- 
tary of the Board of C.P.A. Examiners, 
released the following explanatory 
statement, with respect to the newly re- 
vised regulations: 


“The clarification of the experience re- 
quirement is not a change. It is merely 
stating more definitely what the experience 
regulation means. This regulation has, of 
course, been in effect for quite some time. 

“A change in the regulation affecting the 
auditing examination will be effective dur- 
ing the May, 1951, period. At that time all 
NEI candidates for the auditing examina- 
tion will be bound by this regulation. All 
OLD candidates will be regulated and 
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bound by the old regulation. That is they 
must continue the three “Theory” examina- 
tions and pass two out of the three. The 
only exception to this will be those candi- 
dates who have had their experience ap- 
proved, as they will be considered under 
the new rules. 


“The regulation concerning the barring 
from the examinations of any candidates 
who have failed in four consecutive exami- 
nations in any subject will be effective in 
November, 1950. This regulation can not 
be made retroactive. Therefore, all failures 
in this examination (November, 1950) will 
be considered as failure number one. The 
failures will be counted in successive sit- 
tings of each candidate without regard to 
the intervening period. In other words no 
candidate can fail three consecutive ex- 
aminations as offered by the State, and 
then remain away from one or two exami- 
nations voluntarily. If he should do so and 
sit for the next succeeding examination and 
fail, this would be his fourth failure and 
he would be barred from the next two 
examinations. These regulations are being 
released on the basis of a resolution passed 
by the State Board of Certified Public 
Accountant Examiners.” 
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BOOK REVIEWS 


(Continue from page 8) 


Palmer and Bell’s Accountants’ Working 
Papers (Third Edition) 
Revised by Ralph S. Johns. THe RONALD 
Press CoMPANny, New York. N. Y., 1950. 
Pages: xv + 488; $6.00. 


This recently published volume is the third 
edition of the well-known work Accountants’ 
Working Papers, by Leslie E. Palmer and 
William H. Bell, which was published in 
1923. Mr. Ralph S. Johns, C.P.A., who is 
a partner in the same accounting firm as 
were the authors, has made the revision for 
the third edition. 

In general plan the book is composed of 
Part One and of Part Two. Part One con- 
tains a discussion of the various procedures 
or arrangements used to reflect in the working 
papers on an engagement the information 
supporting the examination. The discussion 
is illustrated by a number of plates under 
each subject, which show different examples 
of such parts of audits as one might find in 
actual engagements. Almost invariably on 
these plates the auditor has made brief, con- 
cise notes indicating the verification. A 
reader should recognize that these are ex- 
amples drawn from a number of different 
audits but grouped together by subject matter, 
as accounts receivable, or fixed assets. he 
notes indicating the extent or method of 
verification on a single work sheet would 
be supplemented in any audit by references 
irom other papers of the audit. 

In Part One the discussion proceeds in 
sequence: first, preliminary matters to note 
in working papers starting with the memo- 
randum of the engagement; then, the survey 
of internal control and the preparation of the 
instructions and the program of the audit. 
The foregoing and the discussion and illus- 
trations of trial balances and various sched- 
ules and analyses, in the sequence in which 
they might follow on financial statements, are 
covered in the first eight chapters. 

In a comparison of the material in these 
chapters of the present edition with the 
original edition published in 1923, one may 
note that the authors of the original edition 
gave the subject such sound treatment of 
fundamentals that developments during the 
quarter century since have not required ma- 
terial changes in many phases of their dis- 
cussion. It may also be noted that this third 
revision is up to date. Revision has been made 
to bring into the focus of the auditor’s thought 
the many matters which have developed 
affecting audits since 1929. Chapter ten 
discusses and illustrates working papers re- 
lating to reports prepared for filing with the 
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Securities and Exchange Commission. 

The subject of the last chapter of Part 
One is the review of the working papers of 
an engagement. Public accountants will find 
here much that commends itself to their 
thoughtful consideration. 

-art Two is almost entirely illustrative. 
Here is a complete coordinated set of work 
papers for one engagement, including draft 
of the Federal Income Tax Return and the 
drait of the annual report (Form 10-K) 
prepared for filing with the Securities and 
Exchange Commission and all supporting 
papers. 

Many of the books written on accounting 
subjects have been prepared as text material 
for students in colleges and accounting 
schools. Perhaps this book is adapted for 
such use. To this reviewer it seems that an 
equally important field which it serves is in 
the offices of practicing public accountants. 
Younger staff accountants will find excellent 
examples of good audit habits in the prepar- 
ation of working papers. Men older in pro- 
fessicnal work may find a keen interest in 
the forms illustrated. The questionnaire on 
internal control, the supplementing informa- 
tion for the preparation of the federal income 
tax reports, and the general questionnaire on 
the audit examination are three forms which 
were of particular interest to this reviewer 
Forms for these purposes are available from 
many sources. Too frequently, in an effort 
for completeness, the essential is submerged 
in minor detail, or the form is inadequate 
because of brevity. Both extremes have been 
avoided in the forms illustrated in this book. 

All recognize that each accounting office 
may have adopted as standard in its office a 
particular size of work paper sheets, method 
of binding, details of heading the sheets, and 
other details of this sort, and that these 
details will not necessarily be the same in 
other accounting offices. It is reasonable to 
suppose that for these details the illustrations 
are in the form adopted by the firm of which 
these euthors are members. The examples 
given are important because they do not 
appear to be efforts to depict an all-inclusive 
theoretical situation unattainable for the usual 
accountant. Rather they are fair examples 
drawn from the day-to- day work of a group 
of men who have been among the leaders in 
maintaining and interpreting the high stand- 
ards of our professional endeavor. 

To this reviewer this book has presented 
the subject clearly and in a_ thoroughly 
practical manner. 

Howarp V. Swartz 
Syracuse, New York 
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Scientific Method for Auditing 


By Lawrence L. Vance. UNIVERSITY oF 
CALIFORNIA Press, Berkeley, Calif., 1950. 
pages: xii + 108; $2.50. 

Confronted by tremendous masses of ac- 
counting entries, the auditor has been forced 
to resort to the “test-check” method. Verifi- 
cation of a physical inventory would not be 
possible within reasonable costs or time or by 
other than complete repetition of the inven- 
tory count, if it were not for this method. 
Check of postings from documents, such as 
invoices, in some instances could not be ac- 
complished without staggering costs unless 
this approach is used. 

The “test-check” method consists essentially 
of examining a sample of the entries or 
documents involved. It has been widely recog- 
nized in many fields that the use of sampling 
without proper safeguards and without the 
guiding hand of sound statistical methods is 
fraught with danger. Errors of sampling 
techniques have resulted in catastrophic mis- 
calculations, such as those in recent attempts 
at forecasting election results. 

Popular notions, such as the belief that a 
given percentage (say 10%) of the items in- 
cluded in the sample wil! give the same or 
adequate assurance or reliability in all cases, 
are imghly erroneous. Further, the concept 
that all that is required to get a “good” 
sample is merely to select the items to be 
included without deliberate bias, or on the 
other hand, by subjective selection of “repre- 
sentative” items to be included in the sample 
may leave the auditor with a sample for which 
no given assurance is provided and for which 
the degree of reliability cannot be computed 
by available methods. 

Much waste of time and money has been 
frequent as a result of samples which are 
unnecessarily large or samples which do not 
provide the auditor with any definite assur- 
ance as to his findings in spite of their 
seemingly adequate size. 

Yet the auditor has been provided with 
little guidance as to the proper method of 
approach and adequate safeguards. This, in 
spite of the fact that much attention has been 
devoted to sampling problems in industrial 
processes, in market research, and in many 
other fields of investigation. Assurances as 
to the reliability of the sample are commonly 
recognized in these fields and are provided by 
well known statistical methods. 

The question confronting the auditor is 
essentially the problem of. determining the 
extent to which he can rely on the sample or 
test-check examination and how to go about 
his sampling without being misled. A failure 
even to recognize the existence of this problem 
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has perhaps been the reason for the slow 
development in this field. 

® A scattering of articles, this book, and the 
beginnings of a few courses in this field have 
at last shown an awakening to the problem. 

It is the object of this volume to span the 
gap between statistical methods and account- 
ing, two fields which, as observed by the 
author, have developed rapidly in parallel 
paths but with little contact. 

Unfortunately, the limited size of this work 
(77 pages of text plus an additional 17 pages 
of appendix on statistical methods) does not 
afford a sufficient treatment to make possible 
a thorough understanding of the problem or 
its solution for the average auditor unless he 
has had previous statistical training of some 
scope. However, the book is written in a 
clear style and does “point up” the problem 
and outline the areas of statistical method 
used in approaching this subject. 

The section covering “Application to 
Specific Accounts” examines the problems 
of application in various areas of auditing. 
It is enlivened by discussion of a number of 
cases. The advantage of the objectivity of 
statistical methods in disclosing deliberate 
fraud is noted but recognition is given to 
the fact that the discovery of fraud rests 
upon the ability of the auditor to recognize 
its presence by consideration of the nature of 
the error disclosed. Statistical methods do 
not increase the ability of the auditor to 
recognize fraud and distinguish it from in- 
advertent error. They merely aid in disclosing 
error and give known assurance of freedom 
from error. 

Unquestionably, as a first in the field, this 
volume is a valuable contribution. It is un- 
fortunate that it is necessary to observe that, 
in this concise treatment, there is not enough 
of either accounting or statistical methods to 
provide a sound basis for the auditor to solve 
his own sampling problems without further 
aid. 

Until more extensive volumes are produced 
and until courses in this subject taught bv 
competent statistician-accountants are includ- 
ed in the accounting curriculum, the auditor, 
to prevent being misled into serious error, 
must, as in the fields of market research, 
advertising, quality control and other such 
fields, rely on the services of a sampling 
design statistician for a sound approach and 
an indication of the reliability of his “test- 
check” or sampling methods. 


Herpert ARKIN 
Associate Professor 


Supervisor, Business Statistics Division 
The City College of New York 


January 
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Treasury Policy on Employees’ Free Food and Lodgings 


New Treasury Policy on Free Food and Lodgings 


Furnished to Employees 


(Continued from page 36) 


includable in taxable income. On one 
point, however, the Commissioner has 
taken a firm stand. Even though the 
“employer’s convenience” test may be 
applicable, he will not concede that any 
hotel employee working on a straight 
eight or ten hour shift is entitled to 
more than ‘‘one full meal during a nor- 
mal work day” free from income tax! 

An unpublished ruling issued by the 
Commissioner during December, 1950, 
also extends the benefit of the “‘em- 
ployer’s convenience” rule to the super- 
intendent oi a multiple dwelling house 
furnished with a rent-free apartment 
therein. 

In the pamphlet of official instruc- 
tions issued by the Treasury Depart- 


ment for the guidance of taxpayers in 
the preparation of their 1950 individual 
income tax returns, it is stated that “a 
maid-servant who is required to live in 
her employer's home, 1s not taxable on 
the value of the meals and lodging fur- 
nished her.” 

Yet, notwithstanding the regressions 
evidenced by these latest rulings, the 
writer does not retract his criticism of 
the “employer's convenience” rule as a 
doctrine conceived in error, in contra- 
vention of the statutory definition of 
gross income, and affording an in- 
equitable avenue of tax escape to em- 
ployees furnished with food and lodg- 
ing as an incident of the employment 
contract or relationship. 


‘Binding 


THE NEW YORK CERTIFIED 
PUBLIC ACCOUNTANT 


When the magazines constituting the volume are supplied by the 
subscriber the binding charge is $3.25. Each bound volume includes 


twelve issues. 


Bound in brown fabric with title, dates and volume number stamped 


in gold. 


Missing numbers will be supplied, if obtainable, at 50 cents each. 
Binding orders and the magazines to be bound should be mailed or 


delivered to 


THE NEW YORK STATE SOCIETY OF CERTIFIED 
PUBLIC ACCOUNTANTS 


677 Fifth Avenue - 


- New York 22, N. Y. 
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~will seu Tivins 


HOW U. S. SAVINGS BONDS ARE PAYING OFF FOR 
MRS. MARY CALLON OF INDIANAPOLIS, INDIANA 


“Janet and Jack are my twin reasons for buying bonds,” 


says Mary 


Callon. “I’ve been a widow since they were 8 but since 1942 I’ve been 
buying bonds for their college education—as well as for defense. By 
setting aside 10% of each week’s pay through the Payroll Savings Plan 
where I work, I’ve saved the money. So it’s Butler University for my 
twins this fall—thanks to my United States Savings Bonds!” 


Ws. Callens story caw, be your story, too ! 


What Mary Callon did, you can do, too— 
and just as easily! The important thing is 
to start your program today! Just take 
three simple steps. 


1. Make one big decision—to put saving 
first, before you even touch your income. 


2. Decide to save a regular amount syste- 
matically, week after week or month after 
month, Even a small sum, saved on a syste- 
matic basis, becomes a large sum in an 
amazingly short time! 


3. Start saving automatically by signing 


up today in the Payroll Savings Plan where 4 
you work or the Bond-A-Month Plan where 
you bank. You may save as little as $1.25 a 
week or as much as $375 a month. If you 
can set aside just $7.50 weekly, in 10 years 
you'll have bonds and interest worth $4,329.02 
cash! 

You’ll be providing security not only for 
yourself and your family but for the free 
way of life that’s so important to us all. 
And in far less time than you think, your 
plans will turn into reality, just as Mary 
Callon’s are doing. 


FOR YOUR SECURITY, AND YOUR COUNTRY’S TOO, SAVE NOW— 
THROUGH REGULAR PURCHASE OF U. S. SAVINGS BONDS! 


Your government does not pay for this advertisement. It is donated as a public service by The Advertil 
Council and the Magazine Publishers of America through the co-operation of Foote, Cone & Belding 
and this publication. 
When writing to advertisers kindly mention Tue New York Certiriep Pustic ACCOUNTANT. 
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